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A review of professional developments 
in the United States from the passage of 
the first Certified Public Accountant Law 
in 1896 to 1949 reveals the following im- 
portant developments: C.P.A. legislation 
has been enacted in every State of the 
Union; examinations for the C.P.A. Cer- 
tificate now meet a uniform national stan- 
dard; accounting education has been -in- 
troduced in many colleges and universities ; 
a code of professional ethics has been 
adopted and is now rigidly enforced; 
specialized accounting literature has been 
formulated and refined; and objective 
standards have been outlined in the fields 
of accounting and auditing. Public recog- 
nition of the professional status of the 
certified public accountant has been at- 
tained by co-operation with legislative 
bodies, governmental agencies, stock ex- 
changes, organizations of bankers and 
credit men, and business, financial, and 
trade groups. 

A tremendous. growth has been evident 
in the profession in recent years. From 
1920 to 1940, for instance, the number of 
lawyers in the United States increased 
47%, dentists 26%, and physicians 14%, 
while the number of C.P.A.s rose 347%. 
At the end of 1949, the total membership 
of the American Institute of Accountants 
had reached 14,926; all but 60 of this num- 
ber, who were admitted before 1936 when 


the C.P.A. requirement was adopted, held 
State Certificates. In the entire country, 
at the end of 1949, there were about 35,700 
C.P.A.s, Institute membership including 
41% of these certified individuals. Of the 
men and women belonging to the Institute 
at that date, 78% were engaged in the 
practice of public accountancy; 15% were 
employed by corporations, many in mana- 
gerial positions; and the remainder were 
in government service, university teaching, 
and miscellaneous occupations. In 1950, 
Institute membership rose above 16,000. 
One main objective of the American In- 
stitute of Accountants is co-operation with 
State societies of C.P.A.s in order to co- 
ordinate professional activities and to en- 
list united support behind projects which 
are deemed advisable on the national level. 
In the maintenance of professional ideals 
the Institute makes the following contribu- 
tions: first, legislation—maintenance of 
high standards of qualifications for 
C.P.A.’s and co-operation with State 
societies in solving legislative problems; 
second, examinations—preparation of uni- 
form C.P.A. examinations which have been 
adopted by 47 States and Territories, the 
majority of which submit the papers for 
grading by Institute examiners; third, 
ethics—promulgation, interpretation, and 
enforcement of rules of professional con- 
duct (complaints of violation of rules are 
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American Professional Accountancy—continued 
passed upon by the Committee on Pro- 
fessional Ethics and heard by a Trial 
Board, this Board having the power to ex- 
pel, suspend, or admonish members found 
guilty of infractions) ; fourth, education— 
co-operation with the American Account- 
ing Association and with colleges and uni- 
versities in consideration of methods of in- 
struction and curricula which will be help- 
ful in preparation for the profession ; fifth, 
personnel—support of a research project in 
the selection of accounting personnel to de- 
termine whether tests of interest, mental 
ability, and achievement can be devised 
which will aid in judging the qualifications 
of an individual to engage in public accoun- 
tancy; sixth, technical services—an Insti- 
tute Research Director, under the super- 
vision of appropriate committees, conducts 
studies of technical matters for these com- 
mittees, the results being published by the 
committees as Accounting Research Bulle- 
tins and Statements of Auditing Pro- 
cedure ; and, seventh, public information— 
transmission of professional information 
to the public through the press, distribu- 
tion of public information pamphlets, and 
maintenance of a speakers’ and writers’ 
bureau. 

The fundamental purpose of the 
American Institute of Accountants, as the 
national organization of C.P.A.s in the 
United States, is ‘‘to increase the pro- 
fession’s opportunity to serve the com- 
munity constructively. This objective re- 
quires public confidence in the profession, 
which in turn can be secured by mainten- 
ance of high standards of conduct and per- 
formance by individual C.P.A.s, and by 
contribution to the welfare of the com- 
munity on the part of the organized pro- 
fession. Each activity in the Institute is 
directed toward accomplishment of one or 
more of these objectives.’"' Tracing its 
lineage directly to all the principal 
national professional accounting societies 
which have existed in the United States, 
the Institute is governed by a Council con- 
sisting of six elected officers, 72 members 
elected on a geographical basis for stag- 
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gered terms of three years, nine members 
at large elected for three years, 47 presi- 
dents of State societies, and 24 past-presi- 
dents of the Institute, of the American 
Society of C.P.A.s, and of their various 
predecessor groups. 

The Institute’s Council controls the 
organization’s finances and sets its policies, 
adopting budgets twice a year and electing 
auditors, while the Executive Committee 
administers operations between Council 
meetings. The Council also elects a Board 
of Examiners, Committee on Admissions, 
Committee on Professional Ethics, Trial 
Board, and two of the seven members of 
the Nominating Committee, the other five 
being chosen on the floor of the annual 
meeting. All other Institute committees 
are appointed by the President, custom- 
arily with the advice of the Executive 
Committee, after consideration of geo- 
graphical and firm representation, com- 
petence for the task, and recognition of 
services rendered to the profession. The 
Treasurer, Executive Director, and com- 
mittees report fully to the Council, which 
approves, modifies, or disapproves each re- 
port. No new activity can be undertaken 
without clearance with the appropriate 
committee. Important activities or vital 
questions of policy, except questions of ac- 
counting and auditing which fall within 
the sphere of the Committees on Account- 
ing Procedure and Auditing Procedure, or 
actions involving unbudgeted expenditures 
must be cleared with the Executive Com- 
mittee and, ultimately, with the Council. 

The Institute Committee on Selection of 
Personnel, during 1946 and 1947, spon- 
sored a testing project ‘‘devised to define 
the mental and personal qualities which 
make for success in professional accoun- 
taney, to establish a battery of tests and 
supplementary techniques for use in evalu- 
ating the qualities which are important for 
professional accountants, and to develop, 
in collaboration with educational institu- 
tions, a procedure whereby promising 
young men be discovered and guided into 
the profession and their progress appraised 
at regular intervals.’’* As a result of this 





1 Activities of the American Institute of Ac- 
countants, Memorandum issued by the Institute in 
1945, p. 4. 

* American Institute of Accountants Committee 
on Selection of Personnel, ‘‘A New Yardstick for 


Accounting Skills,’’ Journal of Accountancy, Dec. 
1948, pp. 420-5. Also see Caffyn, Harold R., 
‘*Practical Experiences with Scientific Selection of 
Accounting Personnel,’’ Journal of Accountancy, 
Oct. 1949, pp. 320-2. 
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American Professional Accountancy—continued 


programme, a battery of tests was de- 
veloped to test knowledge, aptitude for ac- 
counting, and vocational interest. Suffi- 
cient research was carried on to provide 
standards and make possible objective 
judgments, and more than 1300 accounting 
firms agreed to give weight to the official 
rating of candidates in employing person- 
nel with 140 universities and colleges en- 
listed in trying out the tests. As the test- 
ing programme is in an initial stage, its 
contribution to the proper selection of ac- 
counting personnel so far is not open to 
evaluation; more test data need to be 
gathered and correlated with subsequent 
suecess in the profession.® 

One of the co-operative activities spon- 
sored by the American Institute of Ac- 
countants is with the American Bar Asso- 
ciation, titled the National Conference of 
Lawyers and Certified Public Accountants, 
which holds the following objectives: ‘‘To 
further the development of professional 
standards in both professions ; to encourage 
co-operation between the two professions 
for the benefit of each and of the public; 
to consider misunderstandings, involving 
fundamental issues, between the two pro- 
fessions and recommend means for dispos- 
ing of them; to devise ways and methods of 
protecting the public against practice in 
these respective fields by persons not quali- 
fied to serve the public.’’* At a meeting of 
the National Conference in December 1945, 
legal members advised their accounting 
colleagues that ‘‘the legal profession in 
New York was taking steps to secure from 
the State Supreme Court clarification of 
the issues involved in the case of Bernard 
Bercu v. Croft Steel Products, Inc.’ The 
Trial Court’s decision that Bereu was not 
guilty of the unlawful practice of law in 
giving certain tax advice to the Croft com- 
pany was carried through various legal 
channels to the New York Court ef Ap- 
peals, which, in July 1949, decided against 
the certified public accountant. A Journal 
of Accountancy editorial on the final de- 
cision follows :—® 





* Ward, Lewis B., and Russell H. Hassler, ‘‘A 
Critical Evaluation of the Institute Personnel 
Selection and Testing Programme,’’ Journal of 
Accountancy, Aug. 1950, pp. 113-20. 

‘Reported in Charles, William, ‘‘The Legal and 
Accounting Professions Prepare to Meet Problems 
of Mutual Interest,’’ Proceedings of the Institute, 
1944 meeting, pp. 193-201. 
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‘‘The accounting profession had never 
contended that its members were entitled 
to give advice on questions of general laws, 
but it had been pretty generally assumed 
that questions such as the deductibility of 
proposed expenditures for tax purposes are 
matters of tax accounting, on which certi- 
fied public accountants were fully qualified 
to advise. The appellate courts did not 
support this view, though the trial court 
did. There seems no other honorable course 
for the accounting profession to follow, 
however, than to accept the judgment in 
good faith, and to modify its practices to 
conform with what has been declared to be 
the law. It is necessary, therefore, to in- 
terpret the decision in terms of actual prac- 
tice procedure. 

‘*For the moment, of course, the decision 
has no effect outside New York, but there 
is a strong presumption that it will be cited 
authoritatively elsewhere. The decision ap- 
plies only to the respondent in this case, 
and to the peculiar circumstances in which 
he performed the acts which have been held 
illegal, but there is also a presumption that 
even in remotely similar cireumstances the 
New York courts would follow the same 
line of reasoning. 

**Specifically, Mr. Bereu was enjoined 
from charging for giving legal opinions in 
relation to the tax law, and from holding 
himself out or acting as ‘tax counsel, tax 
counsellor, or tax consultant’, or by an 
equivalent designation. But the following 
important proviso was added: ‘that res- 
pondent shall not be enjoined hereby from 
applying his knowledge of tax laws and 
regulations in any matter in which he is 
employed primarily to practice public ae- 
countancy... as defined by New York 
law) ...ineluding the preparation of tax 
returns; nor, as a certified public acecoun- 
tant enrolled as an agent with the Depart- 
ment of the United States Treasury, from 
performing services in the presentation of 
a client’s interests to that department as 
authorized by its rules and regulations .. .’. 

‘‘No one ean confidently predict how 
this reasoning might be applied to a wholly 





® Report of the Institute Committee on Co-opera- 
tion with Bar Association, May 1946, reprinted in 
Reports to Council of the Institute, May 1946, 
pp. 185-7. 


* Journal of Accountancy, Sept. 1949, pp. 185-7. 
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American Professional Accountancy—continued 
different set of facts, or whether courts in 
another State might follow it. But it seems 
clear that for the time being, at least, and 
in New York, an accountant is in danger 
of prosecution if he gives tax advice to one 
who is not a client for whom he does other 
aecounting work, such as auditing the ac- 
counts or preparation of tax returns or 
representation as an enrolled agent before 
the Treasury Department. 


‘There is an old saying that hard cases 
make bad law, and from the viewpoint of 
the legal profession and the courts this was 
undoubtedly a hard case. The decision 
probably raises more questions than offers 
answers. But it seems to us that the court 
was trying to draw a broad, and roughly 
fair, line between the activities of lawyers 
and accountants in tax practice which 
might make unnecessary an effort to un- 
tangle the closely interwoven legal and ac- 
counting subject matter in every one of the 
infinite variety of situations which occur in 
this field. Nevertheless the decision may 
seriously impair the practices of a number 
of highly respected certified publie accoun- 
tants who have rendered honorable and 
notable public service as specialists in the 
field of taxation. Even more important, it 
may seriously inconvenience the business 
public in the complex and expensive tasks 
of paying the right amount of income 
taxes, by denying taxpayers their own free 
choice of advisers based on their demon- 
strated ability. 


‘‘However, the accounting profession 
and the taxpayers will have to live with the 
law as the courts expound it. And we 
suggest that despite the latitude which the 
Bereu decision apparently allows, certified 
public accountants continue, as they have 
in the past, to enlist the collaboration of 
lawyers in dealing with questions of a 
purely legal nature which arise even in the 
preparation of a return or in rendering 
accounting services for a regular client. 
The dominant consideration should always 
be the public interest. The New York 
courts may well have hoped that their 
decision in this case would provide a basis 
for an amicable and lasting settlement of 
the unfortunate controversies between 
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lawyers and accountants in the tax field. 
We suggest that representatives of the 
national organizations of the two pro- 
fessions explore the possibilities without 
delay.’’ 


Late in 1949, the National Conference of 
Lawyers and Certified Public Accountants, 
consisting of five representatives of the 
American Bar Association and a similar 
number of the American Institute of Ac- 
countants, held its first meeting since 
December 1945. The decision to revive the 
Conference resulted from informal dis- 
cussions between members of the two 
groups during that year and, at its Decem- 
ber 1949 session, the Conference announced 
that ‘‘its purpose was to settle problems 
common to the two professions; that it 
would endeavour to formulate a statement 
of principles which would serve as a guide 
to disposing of disputes; and that as soon 
as possible it would attempt to formulate 
specific recommendations covering relations 
between lawyers and certified public ac- 
countants in all phases of tax work.’’? The 
key to successful co-operative efforts of the 
two groups may lie in the concept that 
there is a fundamental distinction between 
tax settlement and tax litigation. The first 
category is clearly a part of the adminis- 
trative process of collecting government 
revenues, while the second is a matter for 
court consideration. It seems proper for 
C.P.A.s to represent taxpayers in settle- 
ment negotiations, while most practitioners 
would insist on the collaboration of an at- 
torney in a case which the taxpayer ex- 
pected to carry through the courts. ‘‘Tax 
practice is too complicated to permit the 
hope that any simple formula will clearly 
delineate the areas within which lawyers 
and accountants may properly act. But 
surely it may be hoped that the two pro- 
fessions will agree on general principles 
to guide their members, and rely on educa- 
tion and existing disciplinary machinery to 
do the rest. The only likely alternative ap- 
pears to be an infinite succession of public 
controversies, which may strike the public 
as more like a jurisdictional dispute be- 
tween trade unions than the conduct which 
should be expected of two dignified pro- 
fessions.’’§ 








* Certified Public Accountant, Dec. 1949, p. 3. 


§ Editorial, Journal of Accountancy, March 1949, 
pp. 183-4. 
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American Professional Accountancy—continued 

In recent years, emphasis in the profes- 
sion has been toward greater objectivity 
in solving accounting and auditing ques- 
tions. The pamphlet, Audits of Corporate 
Accounts, consisted of the correspondence 
between the Institute and the New York 
Stock Exchange from 1932 to 1934, and 
recommended adoption of the first stan- 
dard form of auditor’s report or certificate 
proposed in the United States. Many 
writers have stressed that the phrase of 
special significance in the certificate was 
the one which based the correctness of the 
financial statements upon ‘‘accepted prin- 
ciples of accounting.’’ The previous pro- 
cedure had been to state in the certificate 
that these statements exhibited ‘‘the true 
financial condition and the results of opera- 
tions.’’ 


Unfortunately, the accounting pro- 
visions of regulatory bodies—including the 
Securities and Exchange Commission, Fed- 
eral Power Commission, Interstate Com- 
merece Commission, Federal Communica- 
tions Commission, and State commissions 
of various kinds—are frequently in dis- 
agreement as to prescribed accounting pro- 
cedures and methods of statement presen- 
tation. The situation is further compli- 
cated by the fact that, in certain respects, 
principles of accounting procedure recom- 
mended by the American Institute of Ac- 
countants and the American Accounting 
Association are in sharp conflict with each 
other and with the promulgations of the 
regulatory bodies. More than one practi- 
tioner has urged these groups ‘‘to reconcile 
the differences in accounting principles as 
they exist today and to develop one set of 
principles which are generally acceptable 
to all concerned.’” 


In 1930 a special Institute Committee on 
Accounting procedure had been appointed 
to study and render reports on matters of 
vital importance to the profession. Three 
years later a special Committee on Develop- 
ment of Accounting Principles was consti- 
tuted of the chairmen of the Committees 
on Co-operation with Stock Exchanges, 
with Commercial Bankers, with Investment 
Bankers, and with the S.E.C., and of the 


*Shirk, Stanley E., ‘‘Is There More than One 
Set of Generally Accepted Accounting Prin- 
ciples?’’? Journal of Accountancy, Sept. 1950, 
pp. 226-34. 
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Committees on Professional Ethies, Educa- 
tion, and Accounting Procedure. The two 
special committees were discontinued in 
1936; thereafter the standing Committee 
on Accounting Procedure assumed the 
duties of both of the special committees. At 
the suggestion of the Committee on Ac- 
counting Procedure, an Institute Research 
Department was established in 1939 for 
the purpose of preparing studies on special 
questions. During the same year an Insti- 
tute Committee on Auditing Procedure was 
appointed. The two committees have issued 
a number of bulletins, the accounting pro- 
cedure group 40 to date, while the Audit- 
ing Procedure Committee has published 24. 
Both committees have been closely related 
to accounting and auditing developments 
in the United States in re¢ent years, the 
opinions of their personnel having had a 
wide influence on important trends both 
inside and outside the profession. 


In a report of the Committee on Audit- 
ing Procedure, titled Extensions of Audit- 
ing Procedure, adopted in May 1939, the 
thought was emphasized that it was the 
ultimate responsibility of the auditor to 
adopt such procedures as in his profession- 
al judgment he deemed appropriate, and 
certain additional procedures were recom- 
mended concerning accounts receivable and 
inventories considered as generally ac- 
cepted accounting practice. A paper read 
before the Institute in 1941 by Samuel J. 
Broad outlined certain procedures for these 
assets which he considered had been suffi- 
ciently established by the profession or 
other authority to have achieved the status 
of generally accepted practice, as fol- 
lows :—"? 


“* Accounts Receivable 


**(1) The individual accounts should be 
examined or analyzed and the system 
under which they are maintained reviewed 
to the extent necessary to support the con- 
clusion that the accounts represent real re- 
ceivables and to enable the auditor to form 
an opinion as to the appropriate amount 
which they may be expected to realize. 

**(2) Wherever practicable and reason- 
able, confirmation of receivables should be 


” Broad, Samuel J., ‘Auditing Standards,”’ 


Proceedings 
pp. 2-10. 


of the Institute, 1941 meeting, 
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American Professional Accountancy—continued 
made by direct communication with 
debtors, the method and extent thereof to 
be determined by the circumstances. 


“Inventories 


**(1) The auditor’s opinion as to the in- 
ventories must be based on his examina- 
tion of the accounts, the stock records (if 
any), and other data supporting the in- 
ventories, supplemented by his review of 
the methods and basis of taking and pric- 
ing the physical inventory itself. The ex- 
tent of his tests of the records should be 
such as to satisfy himself as to their bona 
fides and reasonable accuracy. 

**(2) The examination should include 
inquiry into, and a review of, the instruc- 
tions for determining inventory quantities 
to see whether they are such as may be ex- 
pected to produce a reasonably careful de- 
termination of quantities, quality, and con- 
dition. Consideration should be given to 
the methods adopted for cut-off purposes, 
i.e. the co-ordination, as to the receipt and 
shipments of goods and as to goods on con- 
signment, etc., of the books of account with 


the physical inventories. 

‘*(3) Wherever practicable and reason- 
able, the auditor should attend the inven- 
tory-taking, and observe the procedures 
followed (or make test-checks) to a suffi- 


cient extent or ascertain whether the 
methods actually used for inventory pur- 
poses are conducive to a careful inventory. 
Where a material amount of the inventory 
is held by outside custodians, written con- 
firmation thereof should be obtained direct 
from the custodians. 

**(4) The auditor should make inquiries 
and sufficient tests of inventory prices to 
justify opinions whether the basis of pric- 
ing adopted conforms to generally accepted 
accounting principles and whether (a) the 
work has been carefully and conscientious- 
ly done, (b) adequate recognition has been 
given to market prices where these are 
below cost, and (3) reasonable considera- 
tion has been given in pricing to slow- 
moving or obsolete stock.’’ 

The Committee on Auditing Procedure, 
in May 1942, recommended that ‘‘here- 
after disclosure be required in the short- 
form of report in all cases in which the ex- 





11 American Institute of Accountants Statements 
on Auditing Procedure, No. 24, October 1948, 
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tended procedures regarding inventories 
and receivables set forth in Extensions of 
Auditing Procedure are not carried out, re- 
gardless of whether they are practicable 
and reasonable, and even though the inde- 
pendent accountant may have satisfied 
himself by other methods.’’ This recom- 
mendation was approved by the Council 
and membership of the Institute, and has 
been adopted as standard practice by the 
profession. In addition, the Chief Accoun- 
tant of the S.E.C. has held that if receiv- 
ables represent a signifieant item on finan- 
cial statements filed with it, circularization 
thereof constitutes generally recognized 
normal auditing procedure, and the omis- 
sion of such procedure, with the reasons 
therefor, must be set forth in the auditor’s 
certificate. 

With the passage of time since 1939, 
when Extensions of Auditing Procedure 
was adopted, it is possible that some prac- 
titioners lost sight of the aims of the pro- 
cedures set forth in that statement, par- 
ticularly of the fact that the extent to 
which they should be employed in any en- 
gagement depended primarily upon the 
auditor’s judgment as to the effectiveness 
of a client’s system of internal check. The 
adjustment of Extensions to small clients, 
also, escaped the attention of many audi- 
tors, the larger and more unusual examina- 
tion receiving greater emphasis in pro- 
fessional literature. 

The recommended short-form accoun- 
tant’s report or certificate has been revised 
several times since 1934, its latest context 
reading as follows :—"! 

“We have examined the balance sheet of 
the X Company as of December 31, 19—, 
and the related statement(s) of income and 
surplus for the year then ended. Our ex- 
amination was made in accordance with 
generally accepted auditing standards and, 
accordingly, included such tests of the ac- 
counting records and such other auditing 
procedures as we considered necessary in 
the circumstances. 

‘In our opinion, the accompanying bal- 
ance sheet and statement(s) of income and 
surplus present fairly the financial position 
of the X Company at December 31, 19—, 
and the results of its operations for the 





‘*Revision of Short-Form Accountant’s Report or 
Certificate.’’ 
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American Professional Accountancy—continued 
year then ended, in conformity with gen- 
erally accepted accounting principles ap- 
plied on a basis consistent with that of the 
preceding year.”’ 

The principal changes had to do with the 
exclusion of reference to the examination 
of a client’s system of internal control, ex- 
clusion of reference to omission of a de- 
tailed audit of transactions, and correction 
of the inconsistent expression relating to 
auditing standards applicable in the cir- 
eumstances. All these changes improved 
the form of certificate. The general adop- 
tion of the Institute’s form established a 
standard certificate, variations from which 
were more readily interpreted by the gen- 
eral public. The use of the standard 
language, however, was not compulsory; 
however, it was so widely adopted that it 
acquired authority in time, the auditor who 
departed from it being usually under the 
burden of explaining the significance of his 
modifications. ; 

In 1947, the Institute Committee on 
Auditing Procedure completed a special re- 
port, Tentative Statement of Auditing 
Standards—Their Generally Accepted Sig- 
nificance and Scope, which was of great im- 
portance to the profession because of the 
clarification given by the statement of stan- 
dards to the short-form of report or certifi- 
cate followed by most practitioners. An 
important rise in the professional stature 
of the C.P.A. occurred in November 1949, 
when the Institute membership, by formal 
action, adopted a document defining the 
degree of responsibility auditors usually 
assumed for representations associated 
with their names. Excerpts from this re- 
port follow :—' 

‘‘The independent Certified Publie Ac- 
countant should not express the opinion 
that financial statements present fairly the 
position of the company and the results of 
its operations, in conformity with general- 
ly accepted accounting principles, when the 
examination has been less in scope than he 
considers necessary to express an opinion 
on the statements taken as a whole. In such 
circumstances, the independent Certified 
Public Accountant should state that he is 
not in a position to express an opinion on 
the financial statements taken as a whole 
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and should indicate clearly his reasons 
therefor. To the extent that the scope of 
his examination and the findings thereof 
justify, he may also comment further as to 
compliance of the statements with general- 
ly accepted accounting principles in res- 
pects other than those which require the 
denial of an opinion on the over-all fair- 
ness of the financial statements. The pur- 
pose of these assertions by the accountant 
is to indicate clearly the degree of responsi- 
bility he is taking.”’ 

‘Whenever the accountant permits his 
name to be associated with financial state- 
ments, he should determine whether, in the 
particular circumstances, it is proper for 
him to (1) express an unqualified opinion, 
or (2) express a qualified opinion, or (3) 
disclaim an opinion on the statements 
taken as a whole. Thus, when an unquali- 
fied opinion cannot be expressed, the ac- 
countant must weigh the qualifications or 
exceptions to determine their significance. 
If they are not such as to negative the 
opinion, a properly qualified opinion would 
be satisfactory ; if they are such as to nega- 
tive an opinion on the statements taken as a 
whole he should clearly disclaim such an 
opinion. His conclusions in this respect 
should be stated in writing either in an in- 
formal manner, as in a letter of transmittal 
bound with the financial statements, or in 
the more conventional short-form or long- 
form report. However, when financial 
statements prepared without audit are pre- 
sented on the accountant’s stationery with- 
out comment by the accountant, a warning, 
such as Prepared from the Books Without 
Audit, appearing prominently on each 
page of the financial statements is con- 
sidered sufficient.’’ 

‘‘It is not contemplated that the dis- 
claimer of an opinion should assume a 
standardized form. Any expression which 
clearly states that an opinion has been 
withheld and gives the reason why, would 
be suitable for this purpose. However, it is 
not considered sufficient to state merely 
that certain auditing procedures were 
omitted, or that certain departures from 
generally accepted accounting principles 
were noted, without explaining their effect 
upon the accountant’s opinion regarding 
the statements taken as a whole. It is in- 





3 American Institute of Accountants Statements 
on Auditing Procedure, No. 23 (Revised), Dec. 


1949, ‘‘Clarification of Accountants’ Report when 
Opinion is Omitted.’’ 
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American Professional Accountancy—continued 
cumbent upon the accountant, not upon the 
reader of his report, to evaluate these mat- 
ters as they affect the significance of his 
examination and the fairness of the finan- 
cial statements.’’ 


In 1949, the Institute Committee on 
Auditing Procedure prepared a special re- 
port, Internal Control: Elements of a Co- 
ordinated System and Its Importance to 
Management and the Independent Public 
Accountant, which included a comprehen- 
sive discussion of the meaning and princi- 
pal elements of internal check, as well as a 
graphic illustration of internal control 
through charts of functional organization 
responsibilities and the flow of record pro- 
cedures.'* An extract from this report fol- 
lows :— 


‘“Where feasible, the accountant’s re- 
view of internal control may be conducted 
as a separate phase of the examination, 
preferably at an interim date, by applying 
appropriate auditing procedures directed 
particularly to appraising the effectiveness 
of the client’s system. Where this is not 
feasible, the review will usually be done in 
conjunction with other phases of the audit 
programme, such programme to be subject 
to either limitation or expansion depending 
upon the degree of internal control present 
as evidenced by the tests made. On com- 
pletion of the review, a documentary 
record in some suitable form should be pre- 
pared. 


‘Where the system of internal control is 
found to be unsatisfactory in some respects, 
the auditor should advise his client of such 
observed weaknesses in internal control so 
that the client may take what action he 
thinks is appropriate. Where the observed 
weaknesses in internal control have re- 
sulted in the extension of audit procedures 
beyond the scope which otherwise would 
have been necessary, the client should be 
advised that the correction of those weak- 
nesses would make it possible for the 
auditor to reduce the scope of his work.’’ 


The Research Department of the Insti- 
tute, in the spring of 1950, prepared a 


% Special Report of the Institute Committee on 
Auditing Procedure, issued in 1949, p. 24. 

“4 Published in 1950, p. 56. 

% Institute Accounting Research Bulletin No. 32, 
Nov. 1947, ‘‘Income and Earned Surplus.’’ Also 
see Institute Accounting Research Bulletin No. 35, 
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pamphlet, Audits by Certified Public Ac- 
countants: Their Nature and Significance, 
‘*to fill the need expressed by credit 
grantors, teachers, and others concerned 
with the work of the C.P.A. for a brief, but 
reasonably complete, statement setting 
forth in general terms what the C.P.A. 
does in order that he may express an 
opinion on financial statements.’’!* It dis- 
cussed some of the characteristics of finan- 
cial statements and, also, explained the sig- 
nificance of the auditor’s report. Taken in 
conjunction with Statements on Auditing 
Procedure, Case Studies in Auditing Pro- 
cedure, Tentative Statement of Auditing 
Standards, and Accounting Research Bulle- 
tins, all issued by the Institute, this docu- 
ment supplanted the earlier report, Exami- 
nation of Financial Statements by Indepen- 
dent Public Accountants, cireulated in 
1936 and no longer in print. 

Late in 1947, the Institute Committee on 
Accounting Procedure issued important 
pronouncements on the eoncept of the in- 
come statement, proposing criteria for ex- 
eluding certain gains and losses from net 
income, and aiming to reduce the range of 
past practice whereby, without such stan- 
dard, one company might include a gain 
or loss while another company, under simi- 
lar circumstances, might exclude this 
item. Although it was hoped that this 
bulletin would attain a uniformity of ex- 
clusion, many accountants believed that it 
did not go far enough and that ‘‘the public 
interest will not fully be served until all 
items of recognizable gain or loss are re- 
ported in the periodic income accounts. 
Under such a concept, a two-part state- 
ment, with a proper sectional segregation 
of the extraordinary from the ordinary, or 
the unusual from the usual, would estab- 
lish all that is demanded of an income re- 
port by those who would use it as a repre- 
sentation of current earning capacity, 
while the historical function of a series of 
income accountings would ‘be served, un- 
derstandably by all, by the connected show- 
ing of all gains and losses.’’!® 

The Institute’s survey of 525 corporate 
reports in 1948 and 1949 revealed the great 





Oct. 1948, ‘‘ Presentation of Income and Earned 
Surplus.’’ 

Stans, Maurice H., ‘‘How New Standards of 
Financial Reporting Grow from Social Responsi- 
bility of Accountants,’’ Journal of Accountancy, 
Aug. 1948, pp. 98-106. 
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American Professional Accountancy—continued 


variation in present income account prac- 
tices.'17 Not only did the statement vary 
as to title, but the items included therein 
were classified differently by the reporting 
companies. This condition lead one prac- 
titioner to declare :—"*® 


‘‘There is a big job to be done here and 
it is no exaggeration to say that the stakes 
are high. The job of developing satisfac- 
tory income reporting will require the 
openmindedness of business managements 
and the full and deliberate efforts of 
teachers of accounting and practitioners of 
accounting.... We should move rapidly, 
with the conviction that here is something 
that transcends momentary advantage, ab- 
stract theory, tradition and precedent, and 
that it may require the sacrifice of some 
freedom of action.’’ 

The question of whether an income ac- 
count should reflect earning power or be 
prepared on a historical basis was hotly de- 
bated in the ’forties..° While recognizing 
conflicting opinions on the subject of in- 
come reporting, the Institute’s Research 
Bulletin No. 32 on income and earned sur- 
plus, issued in 1947, in effect supported the 
earning power-current operating perform- 
ance concept since certain specified extra- 
ordinary items were required to be ex- 
cluded from the determination of annual 
net income if their inclusion would impair 
the significance of net income to the extent 
that misleading information might be 
drawn therefrom. In contrast, the 1941 
statement of the American Accounting 
Association emphasized the historical con- 
cept as applied to the income statement, 
the Chief Accountant of the S.E.C. resolv- 
ing the dilemma by stating: ‘‘It seems de- 
sirable to observe the effects of the Institute 
Bulletin in practice for a reasonable 
period, and in the meantime to accept 
either treatment offered (by the Institute 
and the Association) on the grounds that 
each has substantial authoritative support. 


™ The first survey covered the fiscal year 30 June 
1947 to 30 June 1948, and the second for the fiscal 
year ending 30 June 1949. 

** Stans, Maurice H., ‘‘ Modernizing the Income 
Statement,’’ Journal of Accountancy, March 1949, 
pp. 3-14. 

* May, George O., and Henry T. Chamberlain, 
‘*Net Income for the Year,’’ Journal of Accoun- 
tancy, May 1946, pp. 63-71. 
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It may be that, as some of the proponents 
of the Bulletin intimate, supportable en- 
tries direct to surplus will be so rare under 
the provisions of the Bulletin that the 
results will be acceptable. If this proves to 
be the case, it will be a long step forward 
in the development of comparable profit 
and loss statements, for analyses we have 
made have indicated a lack of uniformity 
in this field between industries, companies 
in the same industry, and clients of the 
same accountants.’’° 

A number of interesting experiments in 
the form of income statement were appar- 
ent in recent years. Some companies, for 
instance, adopted the single-step statement 
which did not display such items as ‘‘net 
income before depreciation and taxes,’’ or 
‘*net income before taxes,’’ but listed all 
expenses and taxes as in other conventional 
forms, adding them together to show one 
total of expenses from which was deducted 
the sales figure to arrive at one item of net 
income. The majority of companies, how- 
ever, continued to follow the conventional 
procedure for the income _ statement, 
although many deducted liabilities from 
assets in their balance sheets, to show 
stockholders’ investment as a remainder. 
In professional circles ‘‘the search for uni- 
formity and comparability continues but it 
is only realistic to recognize that there are 
limitations, theoretical as well as practical, 
to the extent to which it can be attained.’’?! 

A research project, under the joint 
sponsorship of the Rockefeller Foundation 
and the American Institute of Accoun- 
tants, initiated in 1947, was directed to the 
study of the most useful concept of busi- 
ness income and its effect on political-eco- 
nomic policies.2* The Study Group, 
organized under this project, has made 
good progress in isolating and defining the 
issues which must be settled before any 
concept of income will be generally ac- 
cepted. A number of monographs have 
been prepared, as follows: ‘‘An Inquiry 





” King, Earle C., ‘‘Some Current Accounting 
Problems,’’ paper read before the University of 
Michigan Accounting Conference, 15 Nov. 1947. 

*! Broad, Samuel J., ‘‘ Recent Efforts to Increase 
Significance of the Figure of Net Income,’’ 
Journal of Accountancy, May 1950, pp. 376-81. 

= Brundage, Percival F., ‘‘Three Year Study of 
Business Income, Its Concepts and Terminology, 
Started by Institute,’’ Journal of Accountancy, 
Aug. 1947, pp. 116-7. 
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American Professional Accountancy—continued 
into the Nature of Business Income Under 
Present Price Levels,’’ by Arthur H. 
Dean ; ‘‘ Business Income and Price Levels: 
An Accounting Study,’’ by George O. 
May; and ‘‘Five Monographs on Business 
Income,’’ by five economists. 

One of the most important accounting 
issues in recent years, the question of 
proper recognition of higher price levels, 
was attacked by the United States Steel 
Corporation in 1947, when it included in a 
stockholders’ report an extra charge for 
depreciation on the theory that replace- 
ment cost of assets would be greater than 
recorded cost, and that the procedure 
adopted was consistent with the company’s 
accounting for inventories on the last-in, 
first-out basis. In its consolidated state- 
ment of income for the year 1947, Steel 
charged among its costs for wear and ex- 
haustion $87,745,483 based on original cost 
of fixed assets, then added a further sum 
of $26,300,000 to cover replacement cost. 
After publication of these data, profession- 
al accountants were divided as to the wis- 
dom of the move, a minority favoring. it 
while the majority pointed out that the 
new proposal would vitiate the entire liter- 
ature of accountancy and run counter to 
Treasury Department rulings permitting 
deduction for depreciation only on the 
basis of original cost. The Corporation, 
however, followed the plan again in 1948, 
the additional charge for depreciation 
being advanced in that period from 30% 
to 60%. Early in the next year, however, 
it revealed that, in an effort to conform to 
the opinions of the Securities and Ex- 
change Commission and the American In- 
stitute of Accountants, it had decided to 
treat the added charges which had been 
made against revenue to cover replacement 
cost as accelerated depreciation. 

Although other American companies ex- 
perimented with depreciation methods, by 
far the greatest number continued to ob- 
serve orthodox accounting procedures. Of 
45 corporate reports rendered for the year 
1947, for instance, only nine made extra- 
ordinary charges for depreciation before 
the determination of net income. Of these, 
the certifying accountants qualified their 
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opinions in six instances. However, four- 
teen companies made appropriations of in- 
come after the determination of net income 
to provide for higher replacement cost of 
facilities or for inventory losses, or both. 
‘‘Unfortunately, in some instances, the 
text of the reports to stockholders, over 
which independent auditors have no con- 
trol, referred to the balances after appro- 
priations as though they were the earnings 
for the year.’’*? Of the companies under 
review, 22 stated net income in the con- 
ventional manner but explained in their 
reports to shareholders the necessity of re- 
taining a large part of company profits for 
replacement or expansion of facilities or 
inventories to meet possible losses. 

After detailed consideration of the ques- 
tion, the Institute Committee on Account- 
ing Procedure reached the conclusion that 
no basic change in the accounting treat- 
ment of depreciation of plant and equip- 
ment was practicable or desirable under 
prevailing conditions to meet the problem 
created by the decline in the dollar’s pur- 
chasing power. The Committee’s report 
follows :—*4 

‘‘The Committee has given intensive 
study to this problem and has examined 
and discussed various suggestions which 
have been made to meet it. It has solicited 
and considered hundreds of opinions on 
this subject expressed by businessmen, 
bankers, economists, labor leaders and 
others. While there are differences of 
opinion, the prevailing sentiment in these 
groups is against any basic change in pres- 
ent accounting procedures. The Commit- 
tee believes that such a change would con- 
fuse readers of financial statements and 
nullify many of the gains that have been 
made toward clearer presentation of cor- 
porate finances. 

**Should inflation proceed so far that 
original dollar costs lose their practical sig- 
nificance, it might become necessary to re- 
state all assets in terms of the depreciation 
currency, as has been done in some coun- 
tries. But it does not seem to the Commit- 
tee that such action should be recom- 
mended now if financial statements are to 
have maximum usefulness to the greatest 
number of users.... Any basic change in 








* Editorial, Journal of Accountancy, May 1948, 
p. 362. 


% Incorporated in a letter to the members of the 
American Institute of Accountants, dated 14 Oct. 
1948, 


(Continued on page 11) 
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American Professional Accountancy—continued 
the accounting treatment of depreciation 
should await further study of the nature 
and concept of business income. 

‘‘The immediate problem can and should 
be met by financial management. The Com- 
mittee recognizes that the common forms of 
financial statements may permit misunder- 
standing as to the amount which a corpora- 
tion has available for distribution in the 
form of dividends, higher wages, or lower 
prices for the company’s products. When 
prices have risen appreciably since original 
investments in plant and facilities were 
made, a substantial proportion of net in- 
come as currently reported must be rein- 
vested in the business in order to maintain 
assets at the same level of productivity at 
the end of a year as at the beginning. 
Stockholders, employees, and the general 
public should be informed that a business 
must be able to retain out of profits 
amounts sufficient to replace productive 
facilities at current prices if it is to stay in 
business. The Committee therefore gives 
its full support to the use of supplemen- 
tary financial schedules, explanations or 
footnotes by which management may ex- 
plain the need for retention of earnings. 

‘*Four of the twenty-one members of the 
Committee, Messrs. Broad, Paton, Peloubet 
and Wellington, dissented from the con- 
clusion that no basic change in the account- 
ing treatment of depreciation of plant and 
equipment is practicable or desirable under 
present conditions. They believe further 
that inflation has proceeded to a point 
where original dollar costs have already 
lost their practical significance and that 
where depreciation is an important element 
of cost the advantages which would result 
from a basic change in accounting treat- 
ment outweigh the possible disadvantages 
which have been advanced against it.’’ 

This action of the Institute Committee 
was supported by the Securities and Ex- 
change Commission with the result that in 
corporate annual reports for 1948 most of 
the experiments with novel depreciation 
methods were abandoned, and the concept 
of accelerated depreciation (better de- 
scribed as depreciation on accelerated use) 
attracted more adherents. For example, 





® Sanders, Thomas H., « Depreciation and 1949 
Price Levels,’? Harvard Business Review, May 
1949, pp. 293-307. 
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the United States Steel Corporation 
changed its policy of depreciation on new 
facilities to provide for more than normal 
charges when production exceeded the nor- 
mal percentage of plant capacity ; this plan 
related depreciation to the actual use of 
facilities in somewhat the same manner as 
the generally accepted unit-of-production 
method. Other companies adopted varia- 
tions of the same procedure. The Chrysler 
Corporation and E.I. du Pont de Nemours 
& Company, however, recognized imminent 
economic obsolescence in their accounts, 
both relating their provisions for acceler- 
ated depreciation to this factor. ‘‘Neither 
accounting principle nor public policy 
would seem to interpose any serious objec- 
tion to considerable latitudes of this kind 
in the allocation of original costs over the 
life of the properties. While such methods 
would not undertake to reimburse a com- 
pany for its prospective replacement costs, 
they would for a time achieve results ap- 
proximating those of a replacement method 
and would to some extent alleviate the com- 
pany’s difficulties.’’*° The Journal of Ac- 
countancy, on the other hand, warned that 
‘‘the accounting profession must accept 
responsibility for seeing to it that ‘ac- 
celerated depreciation’ is not used merely 
as a euphemism for equalization of in- 
come. ’’6 

Changing dollar values also stimulated 
recognition of the necessity of reconsider- 
ing the circumstances under which the 
last-in, first-out method of costing inven- 
tories was appropriate. The Institute Com- 
mittee on Accounting Procedure in 1947 
rejected the proposition that LIFO should 
be the sole basis for costing inventory, con- 
tinuing its studies as to the need of a re- 
placement reserve for basic stock reduced 
below normal requirements, the question of 
decreasing inventory to market when 
LIFO cost was higher, the extension of 
LIFO to the labor and overhead compon- 
ents of work-in-process and finished goods, 
and the problems of whether estimated re- 
placement value of inventory should be 
disclosed in financial statements when 
LIFO was used, and of whether the extent 
of the use of LIFO should be made known 


* Editorial, Journal of Accountancy, April 
1949, pp. 271-2. 
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when partially applied.2* After the ques- 
tion of disclosing current values of LIFO 
inventories in balance sheets was raised by 
the S.E.C., the Committee decided not to 
favor a compulsory requirement for such 
disclosure except in mergers and in re- 
financing, because incorrect inferences 
might be drawn and because the signifi- 
eance of the use of different inventory 
bases probably could be advantageously ex- 
plained to a greater extent to the readers 
of financial statements.”® 

In addition to maintaining sound audit- 
ing methods, the S.E.C. insisted upon high 
standards of independence and of pro- 
fessional conduct on the part of certifying 
accountants. The Commission’s rules 
always required independence in fact, and 
refused to consider a public accountant in- 
dependent with respect to any person in 
whom he had any substantial interest, 
direct or indirect, or with whom he was 
during the period of report connected as 
a promoter, underwriter, voting trustee, 
director, officer, or employee. In the Mat- 
ter of A. Hollander & Sons, Inc., the Com- 
mission outlined the considerations under- 
lying the general concept of independence 
in these words :—** 


‘We cannot, however, accept the theory 
advanced by counsel for the interveners 
that lack of independence is established 
only by the actual coloring or falsification 
of the financial statements or actual fraud 
or deceit. To adopt such an interpretation 
would be to ignore the fact that one of the 
purposes of requiring a certificate by an 
independent public accountant is to remove 
the possibility of impalpable and unprov- 
able biases which an accountant may un- 
consciously acquire because of his intimate 
nonprofessional contacts with his client. 
The requirement for certification by an 
independent public accountant is not so 
much a guarantee against conscious falsifi- 
eation or intentional deception as it is a 
measure to insure complete objectivity. It 
is in part to protect the accounting pro- 
fession from the implication that slight 
carelessness or the choice of a debatable 

*Tnstitute Accounting Research Bulletin, No. 
29, July 1947, ‘‘Inventory Pricing.’’ 

* Report of Committee on Accounting Pro- 
cedure, 27 April 1929, reprinted in Reports to 
Council of the Institute, May 1949, pp. 4-7. 
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accounting procedure is the result of bias 
or lack of independence that this Commis- 
sion has in its prior decisions adopted ob- 
jective standards. Viewing our require- 
ments in this light, any inferences of a per- 
sonal nature that may be directed against 
specific members of the accounting pro- 
fession depend upon the facts of a par- 
ticular case and do not flow from the un- 
differentiated application of uniform ob- 
jective standards.’’ 

In 1941, the Institute revised Rule 5 of 
its Code of Professional Conduct to read 
as follows :—*° 

‘‘In expressing an opinion on represen- 
tations in financial statements which he has 
examined, a member or an associate shall 
(suggested that this word be changed to 
‘may’ at 1950 Institute meeting) be guilty 
of an act discreditable to the profession if: 

(a) He fails to disclose a material fact 

known to him which is not disclosed 
in the financial statements but dis- 
closure of which is necessary to 
make the financial statements not 
misleading ; or 

He fails to report any material mis- 
statement known to him to appear 
in the financial statements; or 

He is grossly negligent (suggested 
change to ‘materially’) in the con- 
duct of his examination or in 
making his report thereon ; or 

He fails to acquire sufficient infor- 
mation to warrant expression of an 
opinion, or his exceptions are suffi- 
ciently material to negative the ex- 
pression of an opinion; or 

He fails to direct attention to any 
material departure from generally 
accepted accounting principles or 
to disclose any material omission of 
generally accepted auditing pro- 
cedures applicable in the circum- 
stances.’’ 


The accounting profession has had wide 
opportunity for service in recent years in 
moulding the quality of financial reporting 
practices of American companies. Its con- 
tribution to this aim was referred to by the 


*S.E.C. Accounting Series Release No. 22, 
lished 11 March 1941. 

® Carey, John L., Professional Ethics of Public 
Accounting, New York, American Institute of Ac- 
countants, 1946, pp. 15-6. 
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American Professional Accountancy—continued 
Chief Accountant of the S.E.C., William 
W. Werntz, when he said :—*! 


‘“‘The Commission is by no means un- 
aware of the valuable services which public 
accountants are equipped to render to in- 
vestors. Our nearly universal requirement 
for certification of financial statements by 
public accountants is perhaps the most 
striking evidence of this fact. Unfortunate- 
ly, opportunity is seldom offered for any 
commendatory publicity in the multitude 
of cases in which the certifying accountant 
has done a good job. On the other hand, 
it is one of our major statutory functions 
to uncover and seek to remedy instances in 
which those participating in the prepara- 
tion of financial statements and reports 
have in our opinion failed to meet their 
responsibilities, and those, of course, are 
the cases that get published.’’ 


Questions arising from the adoption of 
pension plans by many companies were 
surveyed by the S.E.C., especially those 
concerning the proper accounting treat- 
ment for such plans. Gradually the Com- 
mission arrived at the conclusion that, even 
under voluntary pension schemes in which 
there was no strict legal liability to con- 
tinue payments, the liability nevertheless 
should be recognized. However, in the ab- 
sence of a clear-cut legal liability, the Com- 
mission did not, as a matter of policy, in- 
sist upon the showing of an actually de- 
termined liability for the accruing pen- 
sions; instead, a clear footnote explanation 
was accepted. ‘‘Recent experience with 
pension plans indicates that the indepen- 
dent accountant should review their terms 
with the greatest care and question man- 
agement and counsel closely as to the pre- 
cise nature of the obligations imposed on 
the company by the plan, for in some cases 
the actual liabilities have been substantial- 
ly understated while in others inadvertent 
misrepresentation has crept into explana- 
tory footnotes.’’*? 

Recent years have seen the rise of share- 
holders’ and workers’ interest in financial 
reports, numerous corporations vastly im- 





™ Reported in the Journal of Accountancy, Dec. 
1947, p. 450. 

* King, Earle C., ‘‘Some Current Accounting 
Problems,’’ a paper read before the University of 
Michigan Accounting Conference, 15 Nov. 1947. 

* Editorial, Journal of Accountancy, Dec. 1946, 
pp. 451-2. 
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proving their reports through the realiza- 
tion that these two groups were not only 
customers but voters, and that their ap- 
proval of company activities had great in- 
tangible value. Previously, ‘‘the brevity 
and dullness of many corporation reports 
were probably caused by two highly ques- 
tionable assumptions —first, that stock- 
holders were interested in nothing but re- 
ports of net income and dividends, and, 
second, that disclosure of detailed financial 
and operating data would hurt the com- 
petitive position of the company. The re- 
sult has been an almost exclusive emphasis 
on profits, which has created the impression 
of the selfish, soulless corporation and has 
seriously distorted the public conception 
of the contribution of big business to the 
community.’’%8 

The contribution of the public accoun- 
tant to the improvement of industrial rela- 
tions was viewed by one practitioner as 
aiding ‘‘in the development of indepen- 
dent, truthful, and understandable reports 
of the facts of business operation for labor 
and the public and giving authenticity to 
such reports, and serving as counsellor in 
the experimentation with and development 
of long-range plans for the distribution of 
the economic product among the labor- 
management-capital partners.’** In_ his 
opinion, corporate reporting, in general, 
should emphasize the following criteria :— 

**1. The income statement for this pur- 
pose should abandon the accounting con- 
cept of profits as the final figure and 
should emphasize instead the amounts dis- 
tributable or distributed among the labor- 
management-capital partners. 

**2. Terminology should be studied, re- 
fined, and simplified. Traditional words 
such as ‘surplus,’ ‘reserves,’ ‘value,’ and 
‘net worth’ will have to be supplanted by 
layman’s terms having unequivocal and 
clear meanings. 

‘*3. Reports to labor should show clearly 
the relationship of the individual worker 
to the whole. This could be done in part by 
converting sales, expenses, wages, taxes, 
and dividends into average amounts per 
worker. 

“Stans, Maurice H., ‘‘An Accountant Shows 
the Road to Industrial Peace,’’ Journal of Ace- 
countancy, July 1947, pp. 19-28. Also see Dale, 
Ernest, ‘‘The Accountant’s Part in Labor-Man 


agement Relations,’’ Journal of Accountancy, 
July 1950, pp. 12-25. 
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‘*4. Single-period statements are inade- 
quate. Reports should contain comparative 
and cumulative information in order to 
iron out in part the cyclic effects.’’ 

In his Presidential address before the 
American Institute of Accountants in 
1947, George D. Bailey challenged the pro- 
fession to accept responsibility for leader- 
ship in the development of principles and 
techniques, stating :—*® 

‘‘The comfortable profession, as we have 
known it for years, is showing signs of 
becoming an uneasy one. For instance, 
there are those who think the accountant 
has not measured up to his responsibilities 
in appearances before Governmental 
bodies, and that his sphere of such activity 
should be reduced. There are those who 
feel, even, that his position as an advocate 
on taxes is inconsistent with his basic posi- 
tion in society. There are those who say 
that his principles of accounting permit too 
wide a variation for financial reporting, 
that financial statements are not suffici- 
ently indicative, that too much is left by 
the accountant to the decision of the client 
who pays him; and there are those who say 
that there is not enough difference between 
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the Certified Public Accountant and the 
non-Certified Public Accountant to justify 
the privileges built up by the C.P.A. de- 
gree. 

‘“We must never let these comments be 
justified. That these or similar comments 
are being made about other professions 
does not affect our responsibility. None of 
them can be disregarded; we must meet 
them all, every one of them, if we are to 
continue to be of maximum usefulness to 
the national economy.’’ 

Concluding the preface to the seventh 
edition of his Auditing, Robert H. Mont- 
gomery summed up the auditor’s approach 
to his professional duties, regardless of 
time or circumstance, in the following 
manner: ‘‘I say with confidence that there 
has been no change in thirty-seven years 
in the duties of the independent auditor. 
We continue to use our judgment in evalu- 
ating the honesty of our clients and adhere 
to our insistence on the disclosure of all 
important facts.’’°* This acceptance of re- 
sponsibility by the public accountant rep- 
resents the link between the traditional 
past and the uncertain future, forming a 
continuous and timeless theme of service 
to society. 





ACCOUNTING AND INFLATION 


R. J. CHAMBERS, B.EC., A.I.C.A. 


(One of the refresher-course lectures delivered to members of 
the Commonwealth Institute of Accountants, N.S.W. Division) 


THE “LOGIC” OF ACCOUNTING 


Accountants are often pictured as cold- 
blooded individuals who consider not only 
business issues but also many private mat- 
ters strictly in the light of ineluctable and 
remorseless logic. Some of us do not like 
the implication, but to be strictly logical 
is no cause for shame. My first proposition 
tonight is that we do not merit the descrip- 
tion, and that may well be regarded to our 
discredit. 

Studies in pure logic involve the use of 
symbols to the content of which we may be 





% Reprinted in Proceedings of the Institute, 
1947 meeting, pp. 4-5. 


quite indifferent. We often use symbols for 
the very reason that it enables us to con- 
centrate on the form of the propositions we 
use without being bothered by their mean- 
ing in any but a formal sense. Likewise, 
in mathematics, we often contend that 
2x 2=4 without regard for the content 
of the symbols 2 and 4. 

But when we turn to practical problems 
involving logical or mathematical symbols 
we cannot continue to disregard their con- 
ceptual content. We cannot multiply 2 eggs 

* Montgomery, Robert H., Norman J. Lenhart, 
and Alvin R. Jennings, Montgomery’s Auditing, 
New York, Ronald Press Co., 1949, p. vii. 
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Accounting and Inflation—continued 

by 2 eggs and get 4 ‘‘squared eggs’’; but 

we can multiply 2 eggs by 2. We must be 

careful what operations we require our 

symbols to perform. 

Accounting involves both logical and 
mathematical elements; if we wished, we 
could develop a set of accounts the symbols 
of which would be quite unrelated to any 
kind of business or economic problem. But 
accounting was never developed as an exer- 
cise in mathematics or logic; it is, and has 
always been, related to practical business 
issues, and for that reason accountants 
must inevitably be concerned with the con- 
tent of the symbols they use. In accounting 
the commonest symbols are money symbols 
—pounds, pence, dollars, cents are the 
terms in which accounting operations are 
carried out, and in accounting practice we 
assume that these symbols have precisely 
the same meaning whenever they are used. 
In all reasonable discourse, it is important 
that the symbols used shall have the same 
meaning; or at least that there shall be 
ways of transforming the symbols into 
some common unit if we propose to man- 


ipulate the symbols by aggregating, aver- 


aging, or relating them in other ways. 

If accounting is to be regarded as a sys- 
tem of expressing meaningful ideas, its 
symbols, too, should have identity of con- 
tent. But have they? The money unit of 
account is not the same in different coun- 
tries: if we wish to incorporate in the ac- 
counts of a domestic organization some 
figures relating to foreign transactions we 
must convert the items expressed in foreign 
currency into terms of the domestic ecur- 
rency. That is a recognized practice. But 
the money unit of account has not the 
same purchasing power in the same coun- 
try at different times. This fact, however, 
we choose to disregard: we do not attempt, 
in accounting, to convert our terms into 
units having identical meaning: we are 
content to manipulate the superficial 
features of entity transactions. So that, 
although we work with figures, creating an 
impression of precision, that does not mean 
that our technique is logical or scientific. 

In the whole process of conventional ac- 
counting there is a basic illogicality in 
that we add, subtract, and compute rela- 
tionships between things that are not the 
same in economic reality although they are 
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denominated in the same term, ‘‘pounds.’’ 
H. W. Sweeney, in Stabilized Accounting, 
described this illogical practice as one of 
the main deficiencies of accounting. He 
says: ‘‘The success of the whole system of 
business depends upon the truthfulness of 
reports. The truthfulness of reports de- 
pends mainly upon the truthfulness of ac- 
counting. The truthfulness of accounting 
depends largely upon the truthfulness of 
the dollar—and the dollar is a liar! For 
it says one thing and means another’’ 
(p. xi). 

The champions of conventional account- 
ing will object that, in any case, account- 
ing does serve many purposes regardless of 
these technical, fine points at which it may 
be faulty. We must consider some of these 
purposes. It is not possible here to con- 
sider at length all the uses and functions 
of accounting as they have been delineated 
by G. O. May (Financial Accounting, 
p. 19), for example. We may, for con- 
venience, break them into two groups. One 
function of accounting is to supply mana- 
gers with information to assist them in 
making decisions and in discerning the 
consequences of past decisions. Another 
function is to supply other parties with in- 
formation—for precisely the same _ pur- 
poses. It does not matter whether the 
‘other parties’’ have access to accounting 
information by right (as shareholders have 
access to published accounting statements ) 
or by any other process; accounting infor- 
mation is obtained and used by many 
‘‘other parties.’’ 

Two criteria of an accounting system 
emerge from these functions. Firstly, ac- 
counting must be oriented to the problems 
of the groups or parties it serves. Secondly, 
the form of communications between ac- 
countants and these groups should in no 
way do violence to the information com- 
municated ; that is to say, the communica- 
tion should not be marred by illogical pro- 
positions, false assumptions, or technical 
jargon. To these criteria we shall return in 
a later lecture. We should note now that 
the crux of the function of accounting is 
‘*information for decision-making.’’ It is 
reasonable to conduct the argument on the 
assumption that businessmen wish to act 
rationally, with knowledge of the facts, the 
available courses of action, and their prob- 
able results; that is why they have ac- 
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Accounting and Inflation—continued 

countants, statisticians, research officers, 
and similar experts. But it is difficult to 
be strictly rational. We may inadvertently 
overlook certain items which are really 
relevant; we may not be able to get all the 
relevant information; we may be able to 
get it all, but because certain matters do 
not seem to be vital we decide to be content 
with what we consider the ‘‘most relevant”’ 
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information ; or we may find it so complex 
that we choose to ignore some of the rele- 
vant information. Each of these possibili- 
ties may arise in connexion with the infor- 
mation accountants supply for the use of 
others—particularly the information which 
would enable others to gauge the effects of 
inflation on the profits and finances of 
business enterprises. 


WHY DOES ACCOUNTING IGNORE MONETARY INSTABILITY ? 


Perhaps the accountant may inadver- 
tently overlook the fact that it is illogical 
to treat items which mean different things 
as if they were the same in essential charac- 
ter; but he can hardly excuse failure to 
make reference to the effects of price-level 
changes by claiming inadvertence. The 
matter is right under his nose, every day. 

Is it impossible then ‘‘to get all the rele- 
vant information’’ on the matter? Maybe, 
because of the universal, ‘‘all.’’ But it is 
possible to get much more information than 
is used and disclosed. Price-level changes 
are a matter of the past ; there may be some 
difficulty in estimating the change which 
has taken place, but the problem is not in- 
soluble. Perhaps we do choose to ignore the 
effects of inflation merely because they in- 
volve a more complex set of calculations 
than we are used to making! This is a poor 
criterion for a service activity. 

Are shifts in price levels ignored, then, 
because accountants do not consider them 
to be significant to the business organiza- 
tion or to its management? Do accountants 
think that the matter can be adequately 
considered by management when no figures 
even remotely suggesting the consequences 
of inflation are supplied? Or do accoun- 
tants shun the idea of making an app.oxi- 
mation, even though there is ample prece- 
dent for approximation on other account- 
ing matters and even though the doctrine 
of materiality would appear to demand 
some action on their part to treat price- 
level changes? 

Whatever the reason, accountants choose 
to do nothing about inflationary effects in 
the accounting records and reports they 
compile. What is more, they seek to justify 
this by a convenient rationalization. Thus, 
it is said, the prices paid for goods and 
services purchased are objectively deter- 
mined, i.e. by a transaction which actually 


took place. As accounting should only be 
concerned with such objective, indepen- 
dently ascertainable information, these 
prices are the only values with which ac- 
countants are concerned. Therefore ac- 
counts based on original historical costs are 
unassailable. But this is rationalization 
only. Adjustments made to the original 
costs by way of depreciation provisions are 
not objective in the sense that they are de- 
termined by a market or other external 
process. If we apply our judgment (sub- 
jective manipulation) to objective data, we 
cannot obtain an objective result. If the 
depreciation provision is based on a for- 
mula, that may reduce the extent to which 
short-run disturbances may influence the 
accounts, but it does not make the accounts 
objectively descriptive. On the other hand, 
current prices for the same services as old 
equipment yields are objectively determin- 
able even if there is no sale. But to this 
point we shall return later. 

Why should we be bothered by criticism 
of this kind? Is it not possible that, al- 
though accountants do not prepare any in- 
formation or reports on the consequences 
of price movements, businessmen are fully 
aware of such movements; fully aware of 
the fact that if they have to replace equip- 
ment this year it will cost much more than 
its original cost a few years ago? Are we 
not overlooking the fact that businessmen 
are the persons who make these decisions, 
and they know all about the existing cir- 
cumstances in any case? 

Businessmen are certainly aware of the 
impact of inflationary forces. They know 
by observation, by contact with others, by 
the size of the allowances their wives de- 
mand of them, that prices are rising to an 
extent that involves some revision of earlier 
decisions. But unless some quantitative ex- 
pression of the extent of changes in price 
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Accounting and Inflation—continued 
levels is available, I think it is extremely 
unlikely that all decisions will be made or 
revised with a clear understanding of the 
real impact of rising prices. Note an obser- 
vation of Thorstein Veblen, an eminent 
American economist of a generation ago: 
**'., among the securely known facts of 
psychology, as [it] touches the conduct of 
business, is the ingrained persuasion that 
the money unit is stable....This persua- 
sion or presumption prevails wherever the 
price system has gone fully into effect. It 
affects not only the business men, properly 
speaking, but the underlying population as 
well. It is known not to accord with fact, 
but it still remains a principle of conduct. 
It is something like an instinctive force, or 
perhaps rather, it is something like a 
tropismatic reaction, in that the presump- 
tion is acted upon even when it is known to 
be misleading’’ (Absentee Ownership and 
Business Enterprise in Recent Times, New 
York, 1923). 

This clearly implies irrationality in con- 
duct; but, whether we doubt Veblen’s 


diagnosis or whether we agree with it, the 
possibility of irrational decision-making 


ean be substantially reduced by a resolute 
attempt to orient accounting to the pur- 
poses of businessmen by augmenting its 
technique. Economists have usually been 
content to speak in terms of general ten- 
dencies: they say prices tend to rise or 
tend to fall, employment tends to increase 
or decrease, sales tend to increase, and so 
on. This is a convenient way of expressing 
an aggregate or average movement which 
is in reality made up of a whole series of 
quite different (molecular) movements. 
But this is hardly sufficient for the busi- 
nessman. He wants to know not that de- 
mand tends, but how much demand tends 
to change under the impact of certain 
forces. A quantitative expression of the 
effect of inflationary or deflationary forces 
on his enterprise is of far more value to a 
businessman than general knowledge of the 
change such as he may deduce from what 
he reads in the newspaper or from the price 
he pays for newspapers. The hunches and 
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general ideas he gets are quite inadequate 
when he must make his own decisions in 
quantitative terms. 

But although we often consider the prob- 
lems of businessmen, we should not over- 
look the fact that they are not the only 
ones involved in making decisions con- 
nected with business enterprises. Much of 
the writing in local and overseas journals 
seems to concentrate on the viewpoint of 
the businessman or manager, when it is not 
concerned abstractly with accounting. By 
concentrating on the problems of business 
managers, we may easily overlook the fact 
that a great deal of business owes its sup- 
port to the investing public. Businessmen 
and accountants may be indifferent to the 
interest of the investor, up to a point—but 
to be indifferent is both unwise organiza- 
tionally, and irresponsible socially. Inves- 
tors as a class are (among other groups) 
closely interested in the products of the 
accountant. 

It seems reasonable to postulate, there- 
fore, that besides aiding managers to make 
rational decisions, accounting (or account- 
ing statements) should also help investors 
to decide the direction of their investments 
rationally. Much of the work of the insti- 
tutes of accountants, the rules of stock ex- 
change committees, and the legislative pro- 
visions on company accounts are directed 
to providing that their decisions are not 
unduly influenced by the hopes and fears 
of businessmen. The problem of the effects 
of inflation on accounting may not be over- 
come merely by saying ‘‘let us give the 
managers auxiliary statements and statis- 
ties’’ or ‘“let us pass off the whole problem 
to the statistician and the economist, and 
let them work it out!’’ Accounting is, 
essentially, providing information, no mat- 
ter for whom; and accounting ought, in my 
opinion, to cater for the demands for in- 
formation of all other parties connected 
with business enterprises, besides the needs 
of managers. Particularly is this so be- 
cause relatively few people, of all those who 
must read and use accounting statements, 
are able to take account of the limits which 
the accounting conventions impose on the 
value of those statements. 


TWO OPPOSITE ATTITUDES TOWARDS THE PROBLEM 


There are two general ways of tackling 
this problem of providing all the infor- 
mation required by interested parties in 


periods when prices are unstable. The first 
is by admitting the inadequacy of account- 
ing statements so that readers are put on 
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Accounting and Inflation—continued 

guard, and no one is thereafter confused 
or misled. The second is by improving re- 
porting techniques. 

The first proposition is something very 
like the trade practice, caveat emptor—a 
practice which is quite inconsistent with 
professionalism. Further, to admit inade- 
quacy would perhaps be _ professional 
suicide, so we make no such bald admission. 
We do, however, use a convenient circum- 
locution. We contend that accounting is 
not quite all it should be; but it is useful 
for all practical purposes. We even some- 
times say something ought to be done to 
improve the understanding, by all who use 
accounting statements, of the limitations 
which traditional methods impose on them, 
‘and of the only uses to which they should 
be put. 

But nothing is done, just the same. No 
institute of accountants, no independent 
person, no business firm, is going out of its 
way to teach the recipients of accounts 
how they should adjust the items appear- 
ing in the accounts so that they are pres- 
ently meaningful. It appears that we like 
to go on assuring ourselves that something 
should be done, but ardently hoping in the 
interval that, before we get around to it, 
the present inflationary emergency will 
have passed and it will be unnecessary to 
do anything. 
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In any ease, re-educating the users of 
accounting statements would be a stupen- 
dous task. It is much more promising to 
consider the second kind of remedy: im- 
proving reporting techniques. 

In emphasizing the need for, and possi- 
bility of, improving accounting and report- 
ing techniques, we have no wish to disre- 
gard the improvements which have been 
made. In matters of detail improvements 
are numerous. But one of the most vital 
potential improvements has been evaded. 
It is not nearly as important to omit the 
shillings and pence, to group items correct- 
ly, to give items descriptive treatment, and 
to add footnotes, as it is to deseribe fully 
the consequences of having been in business 
one year. And by describing fully I mean 
setting out unequivocally trading profits 
and the consequences for the enterprise of 
the supervening change in price levels. Ex- 
petience of two post-war inflationary 
sprees and one catastrophic period of de- 
flation should have taught us the value of 
exact accounting; but accounting is un- 
altered despite many years of campaigning 
by people who have thought that account- 
ing can be made a more logical and more 
valuable technique. Accounting will still 
yield three different profits for the identi- 
cal business position, depending upon 
whether prices are rising, are stable, or are 
falling. 


OBJECTIONS TO CHANGES IN TECHNIQUE 


Why have these deficiencies been 
ignored? We shall consider only five prin- 
cipal reasons advanced for not making any- 
thing greater than superficial changes in 
accounting. 

Firstly, there is the objectivity argu- 
ment, to which we have already alluded. 
Here is an Australian writer’s comment on 
the objectivity of accounting: ‘‘Pure ac- 
counting is always objective ; that is to say 
its conclusions are founded upon external 
evidence which is capable of verification. 
... This remains true in those many res- 
pects in which there is room for legitimate 
difference of opinion, for even then, ac- 
counting opinions are formed in the light 
of evidence as to the underlying facts and 
in accordance with generally accepted ac- 
counting standards and consistent inter- 
pretation of the facts which are available.’’ 
This line of argument is used by many 


apologists for the existing system and 
technique of accounting. 

But, I submit, opinion is opinion, no 
matter how well informed it is, no matter 
how extensive the range of considerations 
on which the opinion is based. It should 
hardly be necessary to show at length that 
methods extensively used for computing 
depreciation provisions depend not only on 
matters of opinion, but on more or less 
arbitrary opinion. The fact that over short 
intervals (say, three, five years) the rate 
of depreciation provision does not vary 
seems to be sufficiently clear indication 
that it is a matter of arbitrary opinion or 
of periodical indifference. The deprecia- 
tion provision is not determined by any 
objective, market fact: it is based on a 
(subjective?) estimate of residual value, 
and a (subjective?) estimate of working 
life, applied to a market price which for 
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Accounting and Inflation—continued 
most practical purposes is no longer rele- 
vant to the enterprise. 

If accounting figures are influenced by 
and based on opinions, as they are in res- 
pect of depreciation and other provisions 
made in the accounts, one can hardly re- 
fuse to adopt a new technique merely be- 
eause it also involves some element of 
judgment. What other judgments may be 
required, then? Some have suggested that 
depreciation provisions should be based on 
replacement cost, instead of on historical 
cost; some have said we should revalue the 
assets every year; and some have said we 
should adjust the depreciation provision so 
that it represents usage of the asset-services 
at current prices. (These proposals are not 
mutually exclusive, but they represent 
different kinds of emphasis.) Each of these 
involves the use of certain evidence: cur- 
rent market prices of the assets, current 
market prices of the services the assets 
yield, current knowledge of technical and 
commercial changes. But this is no differ- 
ent, surely, from the class of evidence re- 
ferred to in the quotation at the head of 
this section. If one wishes objectivity, then 


a current market price is even more objec- 
tive than a conventionally computed depre- 
ciation provision, for one can go out into 
the market and find current prices even 
though there is no intention to purchase. 


An objection has been raised to this on 


practical grounds. The objectors would 
say: ‘‘ Well, if you are going into the mar- 
ket to find prices, you can be as canny as 
you like. You can look for and use the 
dearest or the cheapest price to suit your 
own purposes.’’ But this is not an objec- 
tion to the technique; it is a slur on the 
honesty and good faith of the people who 
do it—and that is only ourselves. One may 
be pardoned from dissociating himself 
from an objection which shows little regard 
for the professional integrity of accoun- 
tants. 

The second objection we shall discuss is 
the difficulty of forecasting replacement 
cost, for, as we have observed, replacement 
cost has been suggested as one of the bases 
for adjusting balance sheet values and de- 
preciation provisions. Recommendation 
XII of the Institute of Chartered Accoun- 
tants in England and Wales contains the 
following comment: ‘‘Owing to inherent 
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difficulty of determining in advance the 
prices which may have to be paid in the 
future for the replacement of assets, it is 
impracticable to forecast with any pre- 
cision the additional reserves which will be 
required. This fact alone is likely to neces- 
sitate modification of any plan whereby the 
actual sums required to effect replace- 
ments are provided by instalments over a 
period of years either by way of supple- 
menting depreciation charges or by setting 
up in lieu of depreciation a provision for 
renewals based on estimated replacement 
costs. Moreover, the gap between histori- 
cal and replacement costs might be too big 
to be bridged in these ways’’ (para. 187). 


The term ‘‘replacement cost’’ has been 
rather loosely used in some places; it is 
not always easy to discern what is meant 
precisely in some proposals. It could mean 
that future replacement cost should be 
used, or that replacement cost at present 
should be used—in both cases subject to 
depreciation that has occurred up to the 
date of the accounts; the former is admit- 
tedly more difficult to compute than the 
latter. However, I do not think the notion 
of replacement cost has ever been used 
with any other purpose than to express 
conveniently the need to recover, and a 
process of recovering, a gradual wastage 
of real capital. That, in any case, is my 
view of the proposal. It is not at all con- 
cerned with the replacement of specific 
fixed assets, but with the maintenance of 
earning capacity appropriate to the change 
in price levels—the maintenance of real 
capital. Once this difficulty of considering 
the replacement of specific assets is re- 
moved, it becomes possible to view the 
problem as one of keeping up the capacity 
of an enterprise to carry on at its original- 
ly intended level of business; and a much 
simpler method of doing this may be con- 
sidered than replacement-cost proponents 
contemplate. The method is to adjust the 
accounts, by an index number, to take ac- 
count of the decline in purchasing power 
of the currency. Here only the income- 
statement adjustments are discussed. 

The table on p. 23 indicates how the ad- 
justments to income may be made; it will 
be clear that there is nothing more difficult 
or intricate in the mechanics of the adjust- 
ment than in converting foreign balances 
into domestic currency values. The table 
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Accounting and Inflation—continued 
postulates a firm with an annual income of 
£7000 in each of six years, by which time 
the plant acquired in the first year is worn 
out; we assume also initial depreciation of 
50%. On the conventional method of eal- 
culation, the distributable income is given 
in line A. The second part of the table 
shows how an adjusted depreciation pro- 
vision may be computed for each year on 
the straight-line method, assuming that the 
price index moves ten points each year. 
The kind of index to be used is not con- 
sidered here ; the purpose is merely to show 
how the calculation is carried out. 

In the first year, £5000 is written off as 
under the conventional method. In the 
second year, because the price index has 
risen by ten points, the year’s provision 
will be 12°/;o9ths of £1000: £1100. In addi- 
tion, for the same reason, the provision for 
the first year must be augmented by 


10/,o0ths of its initial amount, so that the 
total provision for the second year is £1600. 
In the third year, the year’s provision is 
120/,ooths of £1000, and to it is added a 
further 1?°/j;o99ths of the basic amount for 
the first year and 1°/;99ths of the basic 


amount for the second year, because of the 
further rise of ten points in the index. The 
effect of these provisions will be to charge 
income with sums necessary to replace the 
wastage of real capital, and, if necessary, 
to replace the equipment at the new higher 
price when it is retired. The distributable 
income under this method is shown in the 
last line, and the depreciation provisions 
in the penultimate lines are clearly suffi- 
cient to meet the change in costs: £15,000 
will presumably be needed to buy equip- 
ment originally costing £10,000 if the price 
index rises 50%. 

Many people may be inclined to say to 
this : ‘‘ How, in any substantial way, is this 
different from appropriating an additional 
amount from profits each year to a special 
reserve account—a capital-assets replace- 
ment reserve or some such thing? Why all 
this palaver over a problem that can be 
met by additional appropriations?’’ The 
important difference is that this proposal 
would designate clearly more of the real 
facts of the business situation. There is 
no clear relationship between an additional 
appropriation and the assets or real capital 
contemplated when making the appropria- 
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tion; there is such a connexion under the 
method here suggested. Furthermore, there 
is an element of price determination in- 
volved; this we shall consider at greater 
length in the following lecture. 

Others may say that such computations, 
admitting that they are interesting, do not 
add a penny piece to the funds available 
for business purposes; including replace- 
ment. But, though they add not a penny, 
they may prevent sums being distributed 
which, under the conventional method, 
would be distributed because of the 
healthier profits and free reserves—to the 
tune of £5000 on the data of the table. 

The third objection we shall notice is 
the contention that, if we start monkeying 
with the accounts now we will do great 
damage to prestige-we may have built up 
in the past or are building up now. It 
seems that accountants must choose be- 
tween alternative values or ends. We have 
to decide (a) whether it is more important 
to serve our own ends first, that is to hope 
that the sort of work we do now is suffi- 
cient to secure our prestige or the prestige 
of the profession at the expense of busi- 
ness management; or (b) whether we ought 
not rather to seek long-run prestige by 
making our accounting statements more re- 
liable and more serviceable, by showing we 
ean adapt ourselves and our methods to 
the changing needs of business. Account- 
ing can and should be adapted as changes 
in the social and economic environment de- 
mand. There can hardly be any real argu- 
ment about the proposition that a body of 
persons having as one of the principles 
‘service to the community’’ should be con- 
cerned more with efficient service than with 
prestige. If we refuse to alter our technique 
merely because to do so would damage what 
prestige we now have, we sacrifice what- 
ever we have of social conscience. 

A fourth objection looms largely in the 
minds of some groups of people. It is said 
that the temporary nature of inflationary 
movements does not warrant us paying 
much attention to devising techniques 
which will truly record and represent 
economic facts. Unquestionably there is a 
cyclical tendency in price levels, for they 
reflect long-term movements in _ the 
economic condition of communities. By 
taking specific indexes one may infer that 
the prices to which they relate return to 


(Centinued on page 21) 
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the level at which they stood at some 
earlier date. The interval between the two 
dates will vary with the commodities for 
which the index is prepared, but it is a 
relatively long period, of the order of ten 
to twenty years at least. 


We may make two observations on this 
matter. On the one hand, merely because 
we can find dates at which prices appear to 
be the same does not necessarily mean that 
prices will ever return to those levels in the 
future; the behaviour of prices ten or 
twenty years from now is quite unpredict- 
able, so we should not depend on the return 
of prices to present levels to validate our 
accounts. The capacity of a long-term in- 
dex to represent changes in price levels 
when the composition of trade and com- 
merce is changing may also be questioned. 


On the other hand, we must take into 
account the frequency with which users of 
accounts vary their previous decisions. It 
does not matter very much to a shareholder 
who intends to hold shares in a company 
for twenty years whether the market price 
of the shares goes up or down—provided he 
stands fast to his original decision. Simi- 
larly, a manager who has to make one de- 
cision which must stand for a long period 
need not worry about intervening inci- 
dents—provided his decision is irrevoe- 
able. But there are really few decisions 
which people make for twenty years, or ten 
years, or even five years together—de- 
cisions which are irrevocable for those 
periods. Decision-making,in business mat- 
ters is a constant process; past decisions 
are under constant review in the light of 
current circumstances. No manager, or in- 
vestor, or other interested party can find 
useful accounts which reflect the prevailing 
economie circumstances only once every 
twenty years. And, as major business 
transactions do not occur at one time (e.g. 
every twenty years), but are staggered, the 
accounts can never be in step even if some 
items appear at their current economic 
values at odd times. 


IMPELLING REASONS FOR 


We have attempted to show that objec- 
tions to augmenting accounting technique 
so that the effects of inflation are segre- 
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There are so many times when decisions 
are changed, both on major and subsidiary 
matters, that to say we can ignore the 
short-run effects of inflation because in the 
long run price movements cancel out, is 
quite unrealistic. 

The last objection we shall notice is the 
difficulty of selecting a_ satisfactory 
measure of the extent of inflation. This is 
a favorite hobby-horse of the ultra-con- 
servatives—those who can see no reason for 
wanting to improve present techniques. It 
is easy to say that no single index would be 
equally appropriate to all classes of busi- 
ness. In spite of some drawbacks, it is 
difficult to imagine a better solution than 
Sweeney’s: an index of general purchasing 
power, a price index of consumption goods. 

We shall admit that any index may be 
less accurate than we could hope for as an 
ideal; but we may also claim that any in- 
dex will make the accounts a better ap- 
proximation to current economic realities 
than conventional accounts. As we have 
observed, we have a certain amount of 
licence in accounting if we relinquish the 
pursuit of utter and unequivocal precision. 
But there is no reason why we should not 
make the best possible and the most useful 
approximations, if approximate we must. 

To stand in the way of development over 
the choice of an index is almost the last 
resort. In Australia we are accustomed to 
having the level of wages varied by a price 
index which is, admittedly, not an exact 
reflection of changes in the cost of living; 
but although people complain about it now 
and then it is still generally accepted by 
the Australian community as a useful, if 
rough, measure of the changes. In other 
words, it enables wages to be related to 
living costs more realistically than occa- 
sional ad hoc changes in wages would per- 
mit. And, if we look further than Aus- 
tralia, we find that under the fiscal ar- 
rangements of France, and I think Bel- 
gium, index number corrections are ac- 
tually being applied to income ecalcula- 
tions: surely the resources of the French 
and Belgians for meeting inflationary prob- 
lems do not differ materially from our own! 


CHANGE IN TECHNIQUE 


gated are either unrealistic or inconsistent 

with present practices. In addition, there 

are many positive reasons why a new tech- 
B 
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Accounting and Inflation—continued 

nique should be adopted. Some of these 
will be considered in the following papers. 
But, before concluding, I would like to 
show as clearly as I can the importance of 
the development of a system of accounting 
free of the deficiencies of the accounting we 
now practise. 

If the whole of currently-earned busi- 
ness income—as computed by conventional 
methods—is distributed, when prices are 
rising the recipients are likely to be con- 
suming part of their real capital. Several 
American calculations in recent years have 
shown that the ‘‘accounting’’ incomes of 
corporations have greatly exceeded their 
real incomes. Now the consumption of real 
capital is not perhaps a personal tragedy, 
but it may seriously affect the living stan- 
dard of a community in the long run. If 
we consume our real capital in the mis- 
taken belief that it is income we are con- 
suming, our standard of living must be- 
come impoverished, for we will have fewer 
capital resources with which to sustain it. 
We must endeavour to increase, or at least 
to maintain, the relationship between the 


capital resources of the community and the 
population if we want to maintain our 
standard of living. This is a broad socio- 
economic problem, and the methods used in 
business accounting are strictly relevant to 
it. 
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A fully-deseriptive accounting method is 
no less important for the rational solution 
of business problems. If the business man 
knew precisely what changes were taking 
place in the structure of his business due 
to inflation, he could perhaps do rather 
more about it than when his knowledge is 
merely general and unspecific. De Paula 
observed in England a few years ago that 
businessmen do not know what they really 
want in the way of information. That may 
be true: but if accountants know it, they 
should do something about it, so that busi- 
nessmen are not obliged to continue making 
business decisions on totally inadequate in- 
formation. 

Finally—and this touches us rather 
closely, we can hardly be proud of an ac- 
counting practice which evades or does 
violence to some of the important realities 
of business. We are essentially a service 
profession, and our actions and the infor- 
mation we provide must always be condi- 
tioned by the needs of the people whom we 
serve. If it is important that businessmen 
have more information, we should seek to 
provide it. Inflationary conditions have 
challenged accountants to stand by this 
ideal of service. 

The accounting problem, the business 
problem, and the social problem outlined 
here appear to warrant the long and de- 
liberate consideration of accountants today. 
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COMPARISON OF DISTRIBUTABLE INCOME UNDER RISING PRICES 


(A)—Under conventional methods 
(B)—After providing for changes in price levels (i.e. after providing for mainten- 
ance of real capital) 
Year: 1 2 3 4 5 6 Total 
Income before depreciation 7,000 7,000 7,000 7,000 7,000 7,000 42,000 
Depreciation on conventional 
basis Fe afd .. 5,000 1,000 1,000 1,000 1,000 1,000 10,000 


32,000 


(A) Distributable income .. 2,000 6,000 6,000 6,000 6,000 6,000 


Index of wholesale prices .. 100 110 ‘ 130 140 150 
Depreciation at adjusted 
rates— 
For year of calculation .. 5,000 1,100 1; 1,300 1,400 11,500 
Adjustment for year 1 .. 500 f 500 500 § 2,500 
+ ene vs 100 100 400 
100 100 300 
100 

100 


Depreciation adjusted for 
shift in price level .. 5, , 2,000 2,200 


(B) Adjusted distributable in- 
come we “4 wh 


5,000 4,800 4,600 





CURRENT PROBLEMS DISCUSSED IN OVERSEAS JOURNALS— 
A CORRECTION 


In the August 1951 issue of The Australian Accountant four articles which had 
appeared in The New York Certified Public Accountant were wrongly attributed to 
The Canadian Chartered Accountant. The articles in question were— 


‘*Modern Developments in Financial Statements,’’ by Sidney G. Winter, The 
New York Certified Public Accountant, February 1951. 

**Cost Accounting for Ice Cream Companies,’’ by Alexander W. MacDougall, 
The New York Certified Public Accountant, February 1951. 

‘*Accounting and Auditing Aspects of a Moving Picture Theatre Chain,’’ by 
Erie W. Walley, The New York Certified Public Accountant, February 
1951. 

‘*Form and Content of the Accountant’s Report,’’ by Robert G. Koeppel, The 
New York Certified Public Accountant, February 1951. 
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DEFENCE PREPARATIONS 
(CAPITAL ISSUES) REGULATIONS 


The following notes summarize the main 
provisions of the Capital Issues Regula- 
tions as at 1 October 1951. 

(1) Defence Preparations Act 

This Act, which came into force on 19 
July 1951, enables the Governor-General to 
make regulations for or in relation to de- 
fence preparations and in particular for or 
in relation to :— 

(a) the expansion of the capacity of 
Australia to produce or manufac- 
ture goods, or to provide services for 
the purposes of defence preparations 
or for the purpose of enabling the 
economy of Australia to meet the 
probable demands upon it in the 
event of war; 
the diversion and control of re- 
sources (including money, materials, 
and facilities) for the purpose of de- 
fence preparations ; 


the adjustment of the economy of 
Australia to meet the threat of war 


or the avoidance or reduction of 
economic dislocation or instability 
caused by, or impeding, defence 
preparations; and 
measures to secure the maintenance 
and sustenance of the people of Aus- 
tralia in the event of war or to con- 
tribute towards the maintenance and 
sustenance of the people of countries 
associated with Australia in defence 
preparations. 
(2) Current Regulations 
The first Regulations made under the 
Defence Preparations Act dealt with the 
control of capital issues. They are con- 
tained in Statutory Rules 1951, No. 84, 
and came into force on 2 August 1951. The 
new Regulations are substantially similar 
in scope to the old Capital Issues Regula- 
tions. No additional restrictions were im- 
posed, but certain limitations upon the 
issue of preference shares and bonus shares 
for less than £10,000, which no longer had 
defence significance, were omitted. 
All the operative provisions of the old 
Capital Issues Regulations under the De- 
fence Transitional Provisions Act were re- 


pealed on 2 August 1951 by Statutory 
Rules 1951, No. 83. Certain machinery 
provisions of the old Regulations are, how- 
ever, still in force. These relate mainly to 
such matters as compliance with conditions 
imposed in consents previously granted and 
the safeguarding of the confidential nature 
of all applications. 

(3) Transactions Covered by Regulations 

(a) Issues of capital and securities, and 

the acceptance of deposits or un- 
secured loans by companies; 

(b) the giving of securities by private 

persons, partnerships, etc. 

The Regulations provide that, except 
within the limits outlined below, these 
transactions cannot be completed without 
the consent of the Commonwealth Treas- 
urer. 

(4) Issue of Shares by Companies 

(a) Without consent a company can 
raise up to £10,000 in any period of two 
years by an issue of shares. However, in 
calculating the amount that can be so 
raised without consent, account must be 
taken of the amount borrowed and not re- 
paid under a security issued (except to a 
bank) and from deposits accepted during 
the period of two years, e.g. if a company 
had issued a security for £3000 and had 
accepted deposits for £3000, of which no 
portion had been repaid, the amount of 
authorized capital it could then issue with- 
out consent would be reduced to £4000. 

(b) Consent is required to an issue of 
shares where the exemption limit of £10,000 
is exceeded in any period of two years. 

(ce) For the purposes of the Regulations, 
a company which has received an amount 
by way of premiums on an issue of shares 
is deemed to have made an issue of capital 
equal to that amount. 

(5) Issue of Securities 


(a) ‘‘Security’’ means bond, debenture, 
debenture stock, inscribed stock, mortgage, 
or charge. 

(b) The Regulations do not apply to 
securities given to a bank. 

(ec) A person (which includes a com- 
pany) can issue securities for the purpose 
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Defence Preparations Regs.—continued 

of borrowing up to £5000 in any period of 
twelve months without consent, provided 
that if the property being charged consists 
of or includes land the rate of interest does 
not exceed 44% on a first mortgage or on 
a subsequent mortgage if given to the first 
mortgagee. 

(d) Where security is being given over 
assets other than land (i.e. bills of sale on 
movable chattels or liens on stock, crops, 
ete.) a person (including a company) may 
borrow up to £5000 in a period of twelve 
months without consent, whatever the in- 
terest rate. 

(e) If an amount of less than £5000 is 
borrowed it must not be sufficient to bring 
the total proceeds from capital, securities, 
and deposits in a period of two years to 
more than £10,000 (see 4 (a) above). 

(f) Issues of securities by local authori- 
ties are exempt from the Regulations pro- 
vided they are approved by the State 
Treasurer. 


(6) Deposits or Unsecured Loans to 
Companies 

Without consent a company can accept 
deposits or unsecured loans up to £5000 in 
any period of twelve months if the rate of 
interest payable does not exceed 10s. per 
cent per annum. The amount so accepted 
must not be sufficient to bring the total 
proceeds from capital, securities, and de- 
posits in a period of two years to more 
than £10,000 (see 4 (a) above). 


(7) Period of Operation of Consents 
Granted by Treasurer 
All consents expire six months after the 
date on which consent was granted unless 
a longer or shorter period is specified in the 
consent itself. 


(8) Receipt of Moneys as a Result of 
Calls 

The general provision is that a company 
shall not make a call upon shares unless all 
moneys to be paid as the result of a call 
are payable within eighteen months after 
the date on which consent to the issue of 
capital was granted. No restrictions are, 
however, placed on the making of calls by 
a company which received consent to an 
issue of capital before 13 January 1950 or 
between 22 February and 1 August 1951. 
Further, in the case of a company which 
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was granted an automatic consent on or 
after 13 January 1950 and before 22 Feb- 
ruary 1951, the proceeds of calls made 
before 22 February 1951 may be received 
at any time and further calls may be made 
during 1951 provided they are payable 
before 1 January 1952. 


(9) Limitation upon Power to Refuse 
Consent 

A new feature of the Regulations is a 
requirement that the Treasurer shall not 
refuse to grant consent to an application, 
or impose special conditions in his consent, 
except for the purposes of or in relation to 
defence preparations. Should a_ person 
take Court proceedings for relief upon the 
ground that an adverse decision of the 
Treasurer is not in accord with this par- 
ticular requirement, he may apply to the 
Court for an order directing the Treasurer 
to state in writing the facts and matters 
which led him to make his decision. 


(10) Administration of Regulations 

The central administration of the Regu- 
lations is carried on in Canberra, in the 
office of the Commonwealth Actuary. Sec- 
retariats have, however, been established in 
Sydney and Melbourne. All applications 
originating in New South Wales and 
Queensland should be sent to Secretary, 
Capital Issues Board, Ist Floor, M.L.C. 
Building, 44 Martin Place, Sydney. Appli- 
cations originating in Victoria, South Aus- 
tralia, Western Australia, and Tasmania 
should be sent to Secretary, Capital Issues 
Board, Commonwealth Sub-Treasury, 
Treasury Gardens, Melbourne, C.2. The 
appropriate application forms, of which 
seven copies should be completed, can be 
obtained at these addresses and at the 
Commonwealth Sub-Treasuries in the other 
capital cities. 

To advise in the administration of the 
Regulations a Capital Issues Board has 
been appointed, consisting of :— 

Mr. W. C. Balmford, F.I.A. (Chair- 
man )—Commonwealth Actuary and 
a member of the previous Capital 
Issues Board. 

Mr. A. N. Armstrong — General 
Manager, Industrial Finanee De- 
partment of the Commonwealth 
Bank and a member of the previous 
Capital Issues Board. 
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Defence Preparations Regs.—continued 

Mr. J. T. Campbell, F.F.A.—General 
Manager and Actuary of the 
National Mutual Life Association of 
Australasia Ltd. 

Mr. A. E. Heath, C.M.G., A.C.A. 
(Aust.)—Secretary, Sydney & Sub- 
urban Timber Merchants’ Associa- 
tion Ltd., Agent-General for N.S.W. 
in London 1934-8, and President of 
Sydney Chamber of Commerce 
1940-2, 1944-6, and 1947-9. 

Mr. P. W. Nette, A.I.C.A., First Assis- 
tant Secretary, Department of the 
Treasury. 


(11) Policy of Capital Issues Board 


The Commonwealth Treasurer has em- 
phasized on several occasions that capital 
issues control was re-introduced for the 
main purpose of conserving resources for 
defence needs, urgent national develop- 
mental projects, and essential civilian re- 
quirements. Because of the requirement 
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referred to at (9) above, it seems unlikely 


-that the payment of premiums on share 


issues will be insisted upon or that the em- 
bargo on bonus issues, which existed until 
January 1950, will be re-imposed. Presum- 
ably each application to issue such shares 
will be considered on its merits. It would 
also appear that applications to acquire the 
shares of other companies by an exchange 
of shares would be approved provided no 
new capital was being issued for cash sub- 
scription. In the case of a company whose 
products do not fall within the essential 
eategory, the Treasurer has already indi- 
cated that consent to the raising of addi- 
tional capital may be granted if the new 
capital is required to reduce bank over- 
draft permanently. From the notices which 
have appeared in the Press, however, it is 
clear that, since the issue of the new Regu- 
lations under the Defence Preparations 
Act, a more restrictive policy has been in 
operation, and that only those proposals 
with a high defence value are likely to be 
approved. 


THE CLEARING HOUSE 


A PROBLEM IN COSTING 


I offer the following answer to the cost- 
ing problem in ‘‘The Clearing House,’’ 
June issue, in the hope that readers may 
be enlightened on the problem of the in- 
fluence of inflation on accounting results. 

In terms of money, the unit in which all 
commercial transactions are expressed, 
there is no doubt that the cost of the pro- 
duct is 13/- per lb. and the profit 2/--per 
lb. when sold at 15/- per lb. However, in 
present circumstances, monetary figures 
ean be most misleading unless the signifi- 
eance of real value represented by these 
figures is appreciated. Monetary inflation 
is an additional factor which vitiates the 
meaning of monetary figures. 

The assets of a business are shown in a 
balance sheet in terms of money, and we 
ean say that under conditions of perfect 
monetary stability these balance - sheet 


values give a direct indication of real value 
(ruling out policy matters affecting asset 
valuation) regardless of the time of trans- 
actions. 

In these conditions normal accounting 
practice will provide for the automatic re- 
placement of assets as a necessity to a 
continuous entity. This means that, apart 
from the laws of supply and demand 
affecting, say, material costs, a business will 
not require fresh capital to carry on opera- 
tions at the same level. The preparation of 
cost figures must be based on this prin- 
ciple, and no adjustment is necessary pro- 
viding there is monetary stability. In in- 
flationary conditions, however, we find the 
common measure of value — money — no 
longer gives a direct indication of real 
value unless linked with a particular time. 
We find that the assets of a representative 
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The Clearing House—continued 
business, although expressed in the same 
terms, do not indicate effectively their real 
value. Adding up the assets of a business 
is like adding together cows, sheep, and 
geese—they are not expressed in a common 
unit of real value. To arrive at this value, 
the time of a transaction must be linked 
with the monetary value and converted to 
a common measure—present-day price 
levels. The same principle must apply in 
the build-up of a cost; knowledge of the 
real cost is imperative if the business is to 
survive as a continuous entity. A cost 
built up of differing terms is senseless. 
Therefore, the manufacturer in question 
has made a real profit of 2/- per lb. only 
if inflation is not present in the replace- 
ment material cost of 17/- per Ib. In this 
case monetary profit equals real profit. If, 
however, the 17/- per lb. cost of replace- 
ment of material is the result solely of in- 
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flation, then he has sold at 15/- per Ib. a 
product which costs him in real value 20/- 
per lb. If he continues on this basis, sooner 
or later he will need fresh capital to carry 
on business at the same level of activity, 
even in spite of the fact that he will show 
a monetary profit. A business can show a 
monetary loss, and yet a real profit, de- 
pending on the time of each transaction. 

Doubts have been expressed as to 
whether accounting principles need re- 
vision. When it is remembered that ac- 
counts deal in terms of only one commodity 
—money—then it is realised that the old 
principles still stand as strong as ever. 
What must be borne in mind is the relative 
value of that commodity. The allowance 
for this new factor of inflation should be 
by way of memorandum only. 


G. A. HAINING, A.C.W.A., A.C.A.A. 


Melbourne. 


DEBIT AND CREDIT BALANCES IN CASH BOOK 


In the September ‘‘Clearing House’’ 
reference is made by ‘‘ Auditor’’ to various 
methods of stating bank balances in rela- 
tion to cash book balances. Your corres- 
pondent has brought forward a point 
which gives accountancy students and staffs 
quite a lot of trouble from time to time. 

A satisfactory method of overcoming this 
difficulty is to use either of the terms 
‘‘Cash at Bank’’ or ‘‘Bank Overdraft,’’ 


rather than the words ‘‘debit’’ or ‘‘eredit’’ 
balances. By using either of these terms— 
‘Cash at Bank’’ or ‘‘Bank Overdraft’’— 
there can be no confusion regarding the 
position of the account, irrespective of 
whether the balance is looked at from the 
standpoint of the banker, customer, or any 
other interested party. 


Melbourne. P. W. MARSLAND. 


Have you anything to clear? 
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HIGHER EDUCATION FOR BUSINESS 


IN BRITAIN 


AND U.S.A. 


Extracts from a luncheon address to members of the Commonwealth 
Institute of Accountants, Victorian Division, by Professor G. L. Wood 


THE NEXT STEPS IN ACCCOUNTING 


This is meant to be an objective and 
socially scientific analysis. Looking at the 
United Kingdom and the United States, 
one sees very different professional atti- 
tudes in business—and especially in ac- 
countaney. The difference arises from the 
economic circumstances of the two coun- 
tries and from traditional attitudes of their 
business men. The two countries are bent 
upon maximising productivity: Britain is 
all buckled up for the fight for national re- 
covery and security; America is bent upon 
achieving the highest possible industrial 
efficiency for war, as well as for welfare. 
Whether the aim is export targets or win- 
ning a war is not of great importance to 
the real issue of accountancy as a pro- 
fession. 

In both countries there is a desire to 
have accountancy recognized as a _ pro- 
fession, and there is a sense of real frustra- 
tion because the recognition seems still a 
long way off. This has fastened a lot of 
attention upon training, and in both coun- 
tries higher education is being reviewed 
from the standpoint of professional objec- 
tives. In Britain, succeeding national com- 
mittees have found both the technical 
schools and the universities to be wanting. 
Even in the latest (Weeks) report the 
criticism is that neither institution is pro- 
ducing technicians who are masters in ap- 
plication of their knowledge of business or 
industry. In accountancy there can be de- 
tected fumbling in aim, lack of concentra- 
tion of fire, and little imagination in 
attack. Sights are too low, and officers of 
the accounting army are too contented with 
control of institute objectives by conserva- 
tive generals. Aim of technical proficiency 
in Britain, and reliance upon seniority, 
lead to a lack of understanding of, and co- 
operation with, the institute branches 
abroad. All this is a bit bad and sad, be- 
cause whilst the shocks are felt first and 
worst at the periphery it’s the parental 


hub that must take the strain of profes- 
sional advance. 

American accountancy is a different pic- 
ture—more dynamic, large-scale, progress- 
ive, with all the impatience that is charac- 
teristic of the United States. Whereas in 
Britain there is a resistance to changing 
procedures, in U.S.A. there is ingrained 
resistance to anything that savours of 
‘*staying put.’’ American business wants 
above all to eliminate obsolescence, it 
strives to prevent ossification of the bones 
of the firm, or hardening of the arteries in 
the internal structure. American business 
views its problems through telescopes. Con- 
sequently, the emphasis is upon forecasting 
trends and upon trained leadership. This 
slips the noose again round the necks of 
the universities, and stultified objectives in 
training have produced much criticism. 

The result has been a change of front, 
and American business leaders are putting 
their faith in flexibility rather than rigid- 
ity, and upon professionalism rather than 
upon institutionalism. So, flexible techno- 
logical institutes have come into the open 
and university schools of business are 
being towed along, but at some distance 
behind. Case studies in place of lectures, 
training of judgment in place of memory 
work, discussion of principles and training 
in the use of debate are taking over the old 
classical lines and fortifications. Changes 
of attitude are becoming clearer, and the 
advocates of reform in professional educa- 
tion more aggressive. 

It is now widely conceded that even in 
university schools first degrees are only 
the beginning of higher education; gradu- 
ate schools, refresher courses—‘‘retreads”’ 
lasting six months with entrance fees of 
$1000, and led by the highest business gen- 
erals, are the accepted post-graduate train- 
ing in solving practical problems. 

Moreover, accounting is being viewed as 
a social technique. Business is being led to 
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Higher Education—continued 


look at life as a human problem in the first 
place, and men in training for leadership 
in any business or profession in univer- 
sities or technological institutes are given 
a social as well as a technical training. The 
accountancy associations are really worried 
about their own worth and status now that 
professionalism has become a vital battle- 
ground. The cultural preparation of the 
business leader is the great need. 

All this means that social studies are 
coming into prominence as a necessary 
background for industrial and _ business 
training. Administration, economic history 
and geography, economics without pretence 
of mathematical exactness, monetary policy 
and statistics, are the real content of the 
higher accounting courses, and presidents 
of technological institutes talk and act like 
directors of education. 

All this, of course, provokes one to ask 
what is a profession. To most leaders over- 
seas it is an intellectual and technical occu- 
pation that requires training, at least to 
the level of a first degree in a university, 
but not necessarily in a university. A pro- 
fessional is engaged in an intense com- 
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munity service under rules laid down for 
the minimum requirements of practice 
under an ethical code. Senior practitioners 
must ask themselves whether institutes of 
accountancy offer candidates training for 
qualification which measures up to those 
criteria of a profession. In other profes- 
sions—medicine, law, engineering, science, 
teaching—there is little doubt about stan- 
dards and controls. That is somewhere near 
the objectives of the best American insti- 
tutes; it has long been so in the best 
American universities. 

Where does the Australian bifurcated 
system of universities and institutes figure 
in this testing process? No real profession 
can grow or develop without reaching out 
to new fields; to higher levels of knowledge 
and social usefulness, of specialization, of 
predication, and of that kind of detective 
service we call research. Generally speak- 
ing, our universities and institutes of ac- 
countancy are still at a preparatory stage 
for these higher research levels; and one is 
reminded of Browning’s line that ‘‘not 
failure but low aim is crime,’’ especially 
in the kind of war-riddled world in which 
accountants are now compelled to practice. 





LEGAL SECTION 


Edited by 
J. M. GREENWOOD, LL.B., F.I.C.A. 


FEDERAL ESTATE DUTY: INSURANCE POLICY ON LIFE OF DECEASED— 

MONEYS PAYABLE TO WIDOW AS “BENEFICIARY IN TRUST’—WHETHER 

ASSESSABLE UNDER s. 8 (3)(b) OR s. 8 (4)(f) OF ESTATE DUTY ASSESS- 
MENT ACT 1914-1942 


The deceased insured his life with the 
State Government Insurance Office, 
Queensland, in 1923, and by deed ap- 
pointed his wife ‘‘beneficiary in trust,’’ 
that is to say upon his death the moneys 
were payable to her in trust to pay the 
probate and other duties, and, subject 
thereto, any residue was to form part of 
his residuary personal estate and to be paid 
to his legal representatives. The wife 
agreed with the insured that she would 


hold the moneys in trust and that she had 
no beneficial interest in them. There was a 
proviso that the insured might at any time 
by deed revoke the trust deed and that 
thereupon the wife would transfer the 
policy to him free from all trusts. 

The deceased paid all the premiums on 
the policy, and, on the death of the insured 
on 12 November 1944, the moneys were 
paid to the widow, who was also the execu- 
trix and sole beneficiary. 
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Legal Section—continued 

The Commissioner assessed the proceeds 
of the life policy as part of the personal 
property of the deceased under s. 8 (3), 
whereby the estate comprises, inter alia, 
‘*(b) his personal property, wherever 
situate (including personal property over 
which he had a general power of appoint- 
ment, exercised by his will), if the deceased 
was, at the time of his death, domiciled in 
Australia.”’ 

For the estate it was contended that 
s. 8 (4)(£) was applicable, whereby the 
estate leviable with duty is deemed to in- 
clude money payable to the widow and 
other relatives of the deceased under a 
policy of life assurance on the life of the 
deceased. The conditions upon which the 
provision applies and the proportion of the 
proceeds of the policy brought within the 
estate are set out in the provision. The 
importance of s. 8 (4) (f) arises in the fact 
that, provided the policy was in existence 
when that clause was enacted, viz. 3 June 
1942, a deduction was allowable under 


s. 8 (4A) of the amount which if invested 


on 3 June 1942 and accumulated at three 
per centum per annum compound interest 
with yearly rests would have produced as 
at 12 November 1944 the sum of £5000, i.e. 
the sum of £4652. 

To succeed in this claim, it was necessary 
to show that the moneys never became part 
of the actual personal estate of the deceased 
so as to pass to the widow under the terms 
of the will, but that apart from the will 
she possessed a beneficial interest. 

As Latham, C.J., pointed out, the pro- 
visions of s. 8 (3){b) and s. 8 (4)(f) do 
not overlap—the former deals with pro- 
perty forming part of the actual estate, the 
latter with notional property, i.e. property 
which is deemed to be part of the estate of 
a deceased person for the purposes of the 
Act, but which is not so in fact. 

Counsel for the estate endeavoured to 
support their claim by contending that a 
sole beneficiary who is also sole executrix 
takes the estate beneficially from the 
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moment of death and that the rule laid 
down in Sudeley v. Attorney-General, 
[1897] A.C. 11, that, until the residue is 
ascertained in due course of administra- 
tion, the residuary beneficiaries have no 
title to any part of residue, does not apply 
in the case of a sole beneficiary. 

Held (High Court, per Latham, C.J., 
MeTiernan, Williams, Webb, and Fullagar, 
JJ.) : that the policy moneys were properly 
included in the estate under s. 8 (3) (b) 
and that ss. 8 (4)(f) and 8 (4A) were not 
applicable for, although on payment the 
widow became the legal owner of the 
moneys, she was bound to apply them in 
accordance with the deed and the deed re- 
quired her to pay them to the legal per- 
sonal representatives of the deceased so as 
to become part of his actual personal 
estate. 

Following are extracts from the judg- 
ments :— 

Per Latham, C.J., at p. 374, in reference 
to s. 8 (4)(f£): ‘‘The provisions of para. 
(f) apply only where money is payable to, 
or to any person in trust for, inter alios, 
the widow of the deceased under a policy 
of insurance. This provision in my opinion 
contemplates money being payable to, e.g., 
a widow for her own benefit or to a person 
in trust for her, that is to say, it applies 
only where money is payable in such a way 
as to constitute the person to whom the 
moneys are payable the beneficial owner of 
the moneys.’’ 

Per Williams, J., at p. 380, in reference 
to the rule in Sudeley v. Attorney-General : 
‘‘But the rule was applied by this Full 
Court in Robertson v. Deputy Federal 
Commissioner of Land Tax ((1941), 65 
C.L.R. 338), where there was a sole residu- 
ary beneficiary, and by Roper, C.J. in Eq., 
in MacKinnon v. Campbell ( (1944) ,45 S.R. 
(N.S.W.) 140; 62 W.N. 26), and I can see 
no reason in principle why the rule should 
not apply in such a case [as this].’’ 

(Williams & Ors. v. F.C. of T. (1950), 
81 C.L.R. 359.) 
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STUDENTS’ SECTION 


Edited by 
K. C. KEOwNn, A.I.C.A., A.M.T.C. 


ACCOUNTING FOR OVERHEAD EXPENSES 


J. B. Perriegrew 


‘*The very nature of burden expense means that it applies to many products, many 
processes or many departments. If then it is desired to get a cost figure for an 
individual lot of goods, some part of these...expenses must be included in the 


computation .. 


In the foregoing short statement, which 
appears in his Cost Accounting for Con- 
trol, Professor Sanders propounds what 
must surely be the greatest problem to con- 
front the cost accountant. 

“To get a cost figure...some part of 
these... expenses must be ineluded’’: 
What expenses? What part? And then, to 
follow the quotation further: What 
methods are reliable? 

1. Definition 

Let us examine the first of these ques- 
tions. What constitutes burden, expense, or 
overhead, as it is more often termed in this 
country ? 

Van Sickle says that: ‘‘ Factory overhead 
expense is the aggregate amount of all the 
various manufacturing expense items ex- 
clusive of direct material and direct 
labour’’; and then, in a more positive way : 
‘‘All overhead expense items are of such a 
nature that it is inexpedient, if not im- 
possible in many instances, to allocate a 
proportionate amount of each of them to 
each product and to each job manufac- 
tured.’”! 

Clark further illustrates this impractic- 
ability of allocating overhead costs to each 
job manufactured by describing them as 
“costs that cannot be traced home and at- 
tributed to particular units of business in 
the same direct and obvious way in which, 
for example, leather can be traced to the 
shoes that are made from it.’’ He also 
points to another aspect of these expenses 
when stating that ‘‘an increase or decrease 
in output does not involve a proportionate 
increase or decrease in cost.’”” 

Overhead or burden expenses, then, are 
those expenses which are necessarily incur- 
red in producing goods or services but 
Which it is impossible or impracticable to 


*C. L. van Sickle, Cost Accounting. 


. there are methods which are reliable for all practical purposes.’’ 


charge to any particular unit of produc- 
tion. Of such a nature are the rental of 
the factory, the wages of foremen who may 
each supervise many jobs in a brief period, 
the cost of cleaning materials, and, on a 
larger scale, the entire cost of running a 
laboratory which may ‘‘design’’ and pro- 
vide quality control for all products. 

2. The Necessity for Pre-determined Costs 

Thus far we have found the type of costs 
which are included in the term ‘‘overhead 
expense,’’ but before any allocation of 
these costs is possible it is necessary to 
know the amount to be allocated or, as 
Sanders puts it, included in the computa- 
tion, and the only portion of that amount 
which can rightly be charged to ‘‘an indi- 
vidual lot of goods’’ is that portion which 
was incurred in the production of those 
same goods. Just as the task of the finan- 
cial accountant is to match against the in- 
come of a period the costs incurred in pro- 
ducing that income, so it is the task of the 
cost accountant to charge to the production 
of a period the costs incurred in producing 
those goods. 

This confronts us with the fact that at 
the time when a particular batch of goods 
is manufactured many of the costs incurred 
in its production are uncertain in amount. 
Accounts for electricity are rendered 
quarterly in Melbourne, and the account 
for the power consumed to produce goods 
in February may not be received until 
April. A manufacturer could not afford to 
hold the goods in store for two months 
because their exact cost would not be 
known until then, and this is only one of a 
number of similar items. 

And so we come to one of the ‘‘ methods’’ 
mentioned in the opening quotation: the 
method by which this difficulty is overcome, 


2J. M. Clark, The Incidence of Overhead Costs. 
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Students’ Section—continued 

namely, by determining in advance the 
amount of overhead which is to be allocated 
to each particular cost period. 


3. The Expense Budget 

The majority of organizations employing 
a cost accountant or having a cost depart- 
ment do prepare budgets for the guidance 
of their managements, and the manufactur- 
ing expenses budget should be sufficiently 
detailed to enable the cost accountant to 
use the figures in it as the basis of his 
allocations. If this is not so it is necessary 
for him to prepare his own forecast of the 
overhead costs which will be incurred in 
each cost period. 

It is not feasible in this short paper to 
include a detailed description of the pre- 
paration of a budget, but the following 
brief outline will enable the subsequent 
steps to be followed. 

The usual procedure adopted is for the 
sales department to estimate the total sales 
volume which they consider it is possible 
to attain during the period for which the 
budget is to be prepared. (This period is 
termed the budget period.) This is broken 
down into particular lines and products 
and, after approval of the management is 
obtained, is handed to the production 
manager so that he will know what goods 
he will be required to produce. 

Having this information, he then decides 
on his production programme and ascer- 
tains what labour, materials, and indirect 
expenses will be required to make possible 
the production required of him. From this 
information he prepares a production bud- 
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get, which is further broken down into 
labour, material, and expense budgets. 
With the first two we are not at the 
moment particularly concerned, but the 
method of preparing the expense budget is 
of interest. 

There are certain items of overhead 
which are known as fixed or time costs, 
These remain constant irrespective of flue- 
tuations in the level of output, and include 
such items as factory rental, rates, and in- 
surance of the plant. Other items such as 
power and lighting vary more or less in 
proportion to the volume of output. These 
are termed variable or volume costs. 

The first stage, then, in the making of 
the expense budget is to list the items and 
amounts of fixed expense. These, for the 
most part, may be accurately determined, 
since it is not difficult to arrive at the 
liability for rates and other such items. 
Following this, the variable costs must be 
listed and their amounts forecasted. The 
usual practice is to make use of the actual 
expenses incurred in previous periods and 
to adjust them in the light of present con- 
ditions, making allowances for such major 
changes as the introduction of the standard 
forty-hour working week. These figures are 
then used as the basis for the calculation of 
the budget amounts for the particular pro- 
duction volume called for. 

The actual methods used in the prepara- 
tion of the expense, or for that matter any 
other, budget will vary in detail from 
business to business, but in order to illus- 
trate what has been said above the follow- 
ing simplified example is shown :— 


MANUFACTURING EXPENSE BupDGET FoR 1949 


Item 
Fixed Costs: 

Rent 

Rates 


Total 
Variable Costs: 
Power 


Supplies 
Cleaning 


£5,000 


Other 
Changes 


£ 


Volume 
Changes 


£ 


1949 

£ 
1,000 

250 


1948 
£ 
1,000 


200 50 


£6,000 


£8,000 


565 
270 
550 


500 
250 


500 


£9,600 
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The carefully-prepared budgets used in 
industry today are far from being what 
have sometimes been called ‘‘ guess- 


timates,’’ but on the contrary are scientifi- 
eally-reasoned forecasts which in the great 
majority of cases vary very little from the 
results ultimately attained. 


4, The Distribution Sheet 

At this stage consideration has been 
given to the type of outgoing which is 
termed overhead expense and to the 
method of arriving at the amount of each 
of these expenses which are to be ‘‘included 
in the computation,’’ but we have been con- 
sidering them in relation to the factory as 
a whole. Our next step towards allocating 
these costs to particular units of output is 
to distribute them over the various depart- 
ments of the factory, charging each depart- 
ment with its share. 

This sharing between departments must, 
to some extent, be an arbitrary one as, for 
example, it is manifestly impossible to say 
with certainty at the beginning of a month 
that the factory superintendent will devote 
four-fifths of his time to Department A 
and one-tenth each to Departments B and 
C. However, it might well be that over a 
period it has been found that the depart- 
ments require his attention in that ratio— 
since Department A is four times as large 
as Departments B and C together—and 
therefore it is equitable that his salary 
should be shared by the departments in 
that ratio. 

There are several bases for distributing 
overhead expenses to departments. Van 
Sickle* says that the ones most frequently 
used are as follow :-— 

. Arbitrary percentage or amount. 
. Statistical record. 
. Number of factory employees. 
. Number of total hours worked. 
. Number of direct labour hours. 
Meter measurement. 
. Horsepower rating. 
Floor area. 

. Cubie-foot space. 

. Radiation surface. 

. Valuation of equipment. 

It is not difficult to bring to mind the 
types of expense to which most of these 
could be suitably applied, but for the sake 
of illustration let us consider one expense 


_ 


~) 


*.*, 


Dar Oe 


'C. L. van Sickle, Cost Accounting. 
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item which could be equitably apportioned 
according to each basis. 

Arbitrary percentage or amount: As 
mentioned above, this could be the most 
practical method of apportioning the salary 
of the factory superintendent. 

Statistical. record: This is not usually 
applicable to a system of pre-determined 
costs as advocated in this paper, for by 
their nature statistics are a presentation of 
past events. One application, however, is 
the item of depreciation of equipment. 

Number of factory employees: Here is a 
convenient basis for the allocation of such 
an item as the cost of operating the works 
cafeteria. 

Number of total hours worked: This 
basis would be applicable to maintenance 
of machines. 

Number of direct labour hours: Workers’ 
compensation insurance premiums might 
be allocated on this basis, although total 
wages paid in each department would seem 
a more accurate one. 

Meter measurement: This is the ideal 
method of allocation for electric power 
where a meter is installed in each depart- 
ment. 

Horsepower rating: Where meters are 
not available in each department then the 
cost of power could be distributed accord- 
ing to the total horsepower of machines in 
each department, although this method is 
less accurate than meter measurements as 
it does not take into account the fact that 
one machine might normally work for a 
longer period than another. 

Floor area: Factory rental is usually ap- 
portioned on this basis. 

Cubic foot space: If an air-conditioning 
plant is in operation its cost could equit- 
ably be apportioned on this basis. 

Radiation surface: The cost of heating is 
conveniently allocated according to the 
radiating areas of the heaters in each de- 
partment. 

Valuation of equipment: This is the only 
suitable basis for such an item as plant in- 
surance. 

Having considered these various 
methods, let us turn to the document on 
which the distribution of expenses is re- 
ecorded—the document known as the ‘‘dis- 
tribution sheet.’’ In essence, it consists of 





34 The Australian Accountant 


Students’ Section—continued 
the several items of overhead, the amount 
of each, and, in columnar form, the pro- 
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portion allocated to each department. A 
simplified example might appear something 
as follows :— 


Factory OVERHEAD DISTRIBUTION SHEET FOR MONTH OF NOVEMBER, 1948 


Item 

£ 

Electric power 
Spoiled work 


Building rental 


£750 


5. The Treatment of Service Departments 


The over-simplified distribution sheet 
shown in the preceding section contains one 
complication : the laboratory. 

The laboratory is an example of what is 
known as a service department. It does not 
itself directly produce goods, as do the pro- 
ductive departments, but it provides ser- 
vices to those departments. Types of ser- 
vice departments are many and varied, but 
a few common examples would be such as 
power plants, maintenance departments, 
tool rooms, and pattern shops. 

The total costs of running these depart- 
ments are obviously overhead costs, and so 
in their turn they must be distributed to 
the other departments. It is not usually 
difficult to find a basis of fact on which to 
apportion these service department costs, 
for the productive departments will draw 


Amount 


500 
; 100 
Plant insurance .. a 50 
100 


Machine 


Foundry Shop Laboratory 


£ ba £ 
50 350 
25 75 

5 30 
50 45 


100 


£500 


£120 


£130 


on their services according to a fairly regu- 
lar pattern. 

The cost of the pattern shop, for in- 
stance, would be wholly chargeable to the 
foundry, while the expense of the tool room 
would be borne by those departments using 
machine tools, say, turning, milling, and 
boring departments, and it would not be 
particularly difficult to ascertain the pro- 
portion that each of the three should bear. 

Returning to our previous example, the 
laboratory may spend one quarter of its 
time investigating suitable sands for cast- 
ing and ingredients for the best cores on 
behalf of the foundry, while the other 
three-quarters of its time are devoted to 
work for the machine shop, doing such 
things as hardness and _tensile-strength 
tests. In this case, our distribution sheet 
would finally appear thus :— 


Factory OVERHEAD DISTRIBUTION SHEET FOR MONTH OF NOVEMBER, 1948 


Item 

£ 

Electric power 
Spoiled work 


Building rental 


Laboratory expense 


In our consideration of overhead costs 
we have now travelled a step further 
towards the ‘‘computation’’—not only 
have we decided the type of costs and 


Amount 


500 
: 100 
Plant insurance .. _ 50 
100 


120 


Machine 
Foundry Shop Laboratory 
£ £ £ 
50 350 100 
25 75 
5 30 
50 45 


30 90 
£160 £590 


found the amount of those costs, but we 
have allocated them to particular produc- 
tive departments. The next step is to allo- 
cate them to particular products. 
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Students’ Section—continued 


6. Capacity Factors 


The ultimate aim of this phase of the 
cost accountant’s work is to ‘‘get a cost 
figure for an individual lot of goods,’’ and 
the method of doing this in relation to 
overhead costs is to find a rate at which to 
charge each ‘‘individual lot of goods’’ so 
that the period’s total production of goods 
will be charged with the period’s total 
overhead costs. 

To establish such a rate two factors must 
be ascertained : what the overhead costs will 
be, and what the production will be; and 
this leads us to a consideration of capacity 
factors, of which the most commonly met 
with are absolute, practical, normal, and 
normal sales capacities. 

Absolute capacity refers to the output of 
the factory when every item of plant is 
being used for 24 hours a day, seven days 
a week, and 52 weeks a year. This is 
obviously unattainable, as the plant may 
require at least two weeks each year for 
overhaul, and in any ease there are bound 
to be some stoppages through breakdowns, 
for perfect equipment has yet to be found. 
Again, there may be only sufficient labour 
available to operate one shift of eight hours 
per day. 

Practical capacity is attainable given 
ideal conditions. It allows for all limita- 
tions on production which are essential to 
the operating of the plant. Such limita- 
tions could be the necessity for stopping the 
machines half an hour before the close of 
the working day for cleaning and adjust- 
ing, the five-day week, the statutory holi- 
days, the annual overhaul, and, perhaps, 
maximum output that a union allows its 
members to produce in a day. 

Normal capacity makes further allow- 
ances for such probable happenings as 
changes in staff, absenteeism, power re- 
strictions, and breakdowns. Walter Scott* 
quotes the 1921 Year Book of the National 
Association of Cost Accountants, which de- 
fined normal capacity in the following 
terms: ‘‘The normal capacity basis is the 
total possible time (that means any kind 
of work, machine or other) less reasonable 
allowance for breakdowns, repairs, ineffi- 
ciency, reasonable lack of operators, and 


‘Walter Scott, The Principles and Practice of 
Cost Accounting. 
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all other regular normal delays, outside 
lack of orders to run on.”’ 

Normal sales capacity is based on what 
the business can sell, as it is of no benefit to 
produce goods which cannot be sold. 

Which of these capacities will provide us 
with the required figure for an overhead 
rate? If the rate is based on absolute cap- 
acity, the whole of the overhead costs will 
not be absorbed, as absolute capacity can 
never be reached and so the plant will be 
running at a loss. 

If the rate is based on practical capacity 
there is still every possibility of a loss, as 
once again this capacity is seldom, if ever, 
reached, as it does not allow for a sufficient 
number of variables. 

Normal sales capacity will usually vary 
from month to month in response to season- 
al fluctuation, and since this would mean a 
revision of the rate for each cost period 
the basing of a rate on this normal sales 
capacity would entail too much clerical 
effort. 

Normal capacity, on the other hand, is 
the logical choice, because it will be readily 
attainable under normal conditions and it 
will not show the same variations as does 
sales capacity. 

This gives us our second unknown: what 
the production will be. 

Before passing on to consideration of the 
various types of rates, it would be well to 
point out that normal capacity can be 
designated in practically any unit. It may 
be expressed in direct labour hours, in the 
eost of raw material used, in machine 
hours, in units of production, or even in 
the prime cost of production. However ex- 
pressed, it still measures the volume of 
output in the cost period. 


7. Expense Rates 

It has been seen that there are many 
ways in which it is possible to distribute 
overhead expense to particular depart- 
ments. Likewise, there are many ways in 
which it is possible to further distribute it 
to particular products. 

The most commonly-used basis for this 
allocation is units produced, direct labour 
cost, direct labour hours, materials used, 
prime cost, and machine hours. Let us con- 
sider each of these in turn. 

Unit Rate—When a department is turn- 
ing out only one product the cost accoun- 
tant is able to use the simplest of all rates 
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for allocating that department’s overhead : 
that is the rate based on units produced. 
In this case, the normal capacity of the de- 
partment is expressed as so many units, 
and the overhead rate is found by dividing 
the overhead chargeable to the department 
by the normal capacity. If, in our earlier 
example, the foundry was casting iron only 
and all castings took substantially the same 
time and labour to produce, the overhead 
could be spread at the rate of so much per 
ton of iron east. Assuming normal capacity 
for the cost period was 100 tons and the 
overhead £130, then each ton of castings 
produced would have included in its fae- 
tory cost 26s. overhead, or, to put it in 
another way, the overhead component of 
every casting would be 26s. per ton. This 
is the ideal method, as it is simple to com- 
pute and eliminates a great deal of clerical 
effort. 

Percentage on Direct Labour Cost.— 
Another department may make a multi- 
plicity of products and employ several 
grades of labour all receiving different 


rates of remuneration, but may make little 


use of machines. In this case, the alloca- 
tion will probably be based on direct labour 
eost, and the normal capacity will be ex- 
pressed as a sum of money. If it were de- 
cided to use this method to allocate the 
foundry overhead, it would first be neces- 
sary to ascertain the amount of the labour 
budget for the department (say, £500), 
which, of course, would represent normal 
capacity, and then to express the overhead 
cost of £130 as a percentage of this figure 
—in our case 26%. Every casting produced 
in the foundry would then have included in 
its factory cost an amount of overhead 
equal to 26% of the direct labour cost in- 
curred in its production. 

Direct Labour Hour Rate—tThis is a 
simpler variant of the percentage on direct 
labour method, and instead of using the 
cost of direct labour the number of man- 
hours is taken as its basis. This rate should 
be used only when the labour force of the 
department is of approximately the same 
grade and there are no substantial varia- 
tions in the rates of pay. Returning again 
to the foundry, if the direct labour hour 
rate were used (although in practice it 
would not be used in a foundry) the nor- 
mal capacity would be the budgeted labour 
hours for the department—say, 1300 hours 
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—and to find the rate this would be divided 
into the amount of overhead. In this foun. 
dry, then, the overhead rate would be 
£130 — 1300, or 2s., so the factory cost of 
each casting would contain as its indireet 
expense component 2s. for every hour of 
direct labour expended in its manufacture, 

Percentage of Material Cost—A rate 
based on the cost of raw materials is not 
regarded as being particularly accurate 
because of the fluctuations that occur in 
material prices. However, in certain indus- 
tries the cost of materials is the preponder- 
ant factor in the factory cost, and it is con- 
sidered that the overhead can be spread 
best on this basis. The calculation te be 
made in this case is similar to that 
described with reference to the percentage 
of direct labour cost, but using material 
cost instead of labour cost as the base. 

Percentage of Prime Cost.—This rate is 
based on the total cost of direct material 
and direct labour, and is similar in calev- 
lation to the percentage on direct labour 
and percentage on direct material rates. 
Like them, it has the advantage of sim- 
piicity as it requires no records to be kept 
over and above those needed to determine 
the first two elements of cost, and is there- 
fore an economical method of overhead ap- 
portionment to adopt. However, it also 
shares the disadvantage of those rates, and 
is not a reliable basis for apportionment. 
Added to this is the fact pointed out by 
Seott® that ‘‘There is seldom any fixed re- 
lationship between expense and prime cost, 
except where the two elements of material 
and labour remain fairly constant. Jobs 
and processes usually involve the use of 
different types and values of machinery or 
labour equipment, and the charge for these 
cannot be assumed to be proportionate to 
prime cost.’’ 

Machine Hour Rate—This method of 
allocation of overhead to products is the 
ideal one to use in highly-mechanised fae- 
tories, since it takes into account the 
machine as a vital factor in the incidence 
of overhead. Although it involves consider- 
able clerical work in keeping records of 
the machine-time each job has taken (ex- 
cept in the case of standard costs, which 
will be considered later), it gives a greater 
degree of accuracy than any of the other 
rates mentioned above, with the possible 

5 Walter Scott, The Principles and Practice of 
Cost Accounting. 
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Students’ Section—continued 

exception of the unit of production rate. 
If there is more than one type of machine 
in the department, it is advisable to estab- 
lish a separate rate for each machine or, 
alternatively, to group machines of the 
same type into cost centres and calculate a 
separate rate for each cost centre. The 
reason for this is that different types of 
machines will have different capacities, 
one taking longer than another to set up, 
and it would be inequitable to use the same 
rate for all the types. 

To revert to our early example of the 
foundry and the machine shop, let us as- 
sume that in the machine shop there are 
three cost centres, A, B, and C, and when 
the departmental overhead is further dis- 
tributed between these cost centres it is 
found that A’s share is £125, B’s share 
£250, and C’s share £225. Let us also as- 
sume that their respective normal capaci- 
ties are 1000, 5000, and 1500 hours. Then 
the machine rates to be used will be as 
follow :— 
Cost centre A 2/6 per machine hour 
Cost centre B 1/— per machine hour 
Cost centre C 3/- per machine hour 
and so for every hour that a unit of 
product has been machined in cost centre A 
2s. 6d. overhead will be included in its final 
factory cost. 

In most cases, the greater part of factory 
overhead is directly related to machines— 
depreciation, maintenance, and insurance 
of machines being the greatest charge to 
overhead—and it is for this reason that the 
machine hour rate is so highly regarded, 
since it apportions the overhead on the 
basis of the length of time the product is 
on the machine. One could almost say that 
the product is charged a rental for the use 
of the machine. 

However, it must be recognized that the 
degree of accuracy of this method is in- 
versely proportional to the amount of over- 
head costs which are not attributable to 
machines and to the number of different 
types of machines which it is necessary for 
reasons of practicability to group in the 
one cost centre. In every case the problem 
confronting the cost accountant is to bal- 
ance the degree of accuracy required 
against the amount of detailed recording 
necessary to achieve it. 

To amplify this last statement, it might 
be of interest to examine just what details 
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are required for the computation and ap- 
plication of a machine hour rate. These 
ineclude— 

(a) the measuring of the floor area of 
each cost centre to enable building 
overhead expenses to be allocated in 
an equitable manner; 
the determination of the valuation 
of the fixed assets in each cost centre 
so that depreciation may be fairly 
apportioned ; 
the calculation of the number of 
working hours for each cost centre 
to arrive at the normal capacity ; 
determination of bases to allocate 
‘*indirect’’ overhead to each cost 
centre; and 
some method of recording the 
amount of time spent by each pro- 
duct in each cost centre. 

These steps will, of course, have to 
be followed by the actual calcula- 
tion of the product of the number 
of hours by the machine hour rate. 

All of these call for a considerable 

amount of clerical effort, which means that 
the turnover of the enterprise must be of 
sufficient magnitude for the benefit gained 
to equal or, rather, to exceed the cost of 
gaining it. 


8. Accounting Procedure 


The foregoing has dealt with the theor- 
etical side of computing the overhead con- 
tent of the cost of production. The next 
step, obviously, is to consider the actual 
accounting entries necessary to apply these 
theories, and as the two methods of cost 
accounting differ so much in detail it is 
thought wisest to deal with each separ- 
ately. 

A.—HistoricaLt Cost ACCOUNTING 

True historical costs record so-called 
actual expenses only, but, for the reasons 
discussed in section 2 above, the vast 
majority of concerns using job or process 
costs make use of pre-determined overhead 
rates. Now it is obvious that since pre- 
determined costs make use of so many esti- 
mates, it will be only a matter of coinci- 
dence if the amount of overhead charged 
into production during a cost period is 
exactly equal to the expense incurred, and 
therefore accounts must be set up to enable 
the discrepancy to be determined. 
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Students’ Section—continued 


The procedure is to debit all fixed items 
of overhead (through the cost ledger con- 
trol account if a separate cost ledger is 
kept) to the factory overhead (or expense) 
control account once in each cost period. 
Items such as indirect labour and overtime 
premiums are posted from the operatives’ 
time cards or from the payroll dissection to 
accounts known as standing orders, and 
these are totalled monthly and transferred 
to the debit of factory overhead control 
account. So also are the totals of the 
standing orders which have received debits 
from the stores ledger in respect of indirect 
materials such as cleaning cloth, lubricants, 
and sundry other small items of stores not 
regarded as direct materials. This means 
that all ‘‘actual’’ overhead charged to the 
factory now appears on the debit side of 
the factory overhead control account. 

When each job card or process cost sheet 
is compiled, the overhead element is debited 
to it according to the particular rate 
selected, and the corresponding credit is 
passed to an absorbed factory overhead 
account, so that at the end of a cost period 
the total overhead absorbed appears as a 
credit balance in this account. 

The debit balance of the factory over- 
head control account is then transferred to 
the absorbed factory overhead account and 
a balance is thrown. If this balance ap- 
pears on the debit side of the account, the 
overhead has been under-absorbed; while 
if it appears on the credit side the over- 
head has been over-absorbed. 

If conditions are normal and the esti- 
mates have been reasonably correct, these 
balances will not be’ very great and the 
normal procedure is to transfer them to the 
profit and loss account. An alternative 
method where a balance sheet is prepared 
for each cost period is to capitalize these 
balances and set off an over-absorption of 
one period against an under-absorption of 
another; but they should be transferred to 
the profit and loss account at least at the 
end of each financial year. However, the 
former treatment appears preferable, as it 
shows clearly the net operating result of 
each period. It may sometimes happen, 
owing to a greatly increased output in a 
particular cost period or to a substantial 
over-estimation of expenses, that the 
amount of overhead over-absorbed is con- 
siderable. In this case, the factory cost of 
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the production for the cost period has been 
overstated, and if the amount over- 
absorbed is simply credited to the profit 
and loss account the result will be that the 
value of the finished goods stock will be 
overstated and credit will be taken for un- 
realized profit. The method of overcoming 
this difficulty is to ascertain the- proportion 
of the over-absorbed expense attributable 
to goods already sold, to finished goods in 
stock, and to work in process. These 
amounts are then credited to the cost of 
sales, finished goods, and work in process 
accounts, and the total is debited to the 
absorbed factory overhead account. 


B.—StTanparp Cost ACCOUNTING 


Under a current or ideal cost plan a 
standard cost card is prepared for each 
product, which shows the standard material 
content of the product priced at a standard 
figure, the standard labour content ex- 
tended at a standard wage rate, and the 
standard overhead computed by means of 
one of the rates already dealt with, usually 
the machine hour rate. 

At the end of the cost period a produc- 
tion summary is compiled which shows the 
total number of products completed during 
the period, and the amount of overhead ab- 
sorbed is obtained by multiplying the nun- 
ber of products by the standard overhead 
cost per unit. A statement of work in pro- 
cess is also compiled on which the standard 
cost to date of the work in process is calcu- 
lated. The actual expenses incurred are 
obtained in similar fashion to _ that 
described in the previous sub-section, all 
overhead being collected in a factory over- 
head control account. The accounts in the 
cost ledger which are concerned with over- 
head are budget overhead, overhead, over- 
head in process, and finished goods ac- 
counts. 

There are several ways of extracting 
overhead variations in the accounts, of 
which one is to debit the balance of the 
factory overhead control account to budget 
overhead account, which is then credited 
with the budgeted overhead. The balance 
remaining in this account is then trans- 
ferred to a budget or spending variance ac- 
count which represents the amount spent 
over or under the budget figure. 

The overhead account is debited with the 
budget overhead and is credited with the 
actual machine hours worked (which is 
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Students’ Section—continued 

obtained from the machine log sheets) ex- 
tended at the standard machine hour rate. 
The balance here remaining is transferred 
to an idle or over time variance account 
which represents the loss through idle 
machine time or the over-absorption of 
overhead through working in excess of 
normal capacity. 

The debit corresponding to the credit in 
the overhead account is carried to the over- 
head in process account, which account is 
eredited, by finished goods account, with 
the value of finished goods as shown in the 
production summary. The overhead con- 
tent of work in process is also entered on 
the credit side and brought down as the 
opening balance at the commencement of 
the next period, while the difference be- 
tween the debit and the credit sides is 
taken to the overhead quantity variance 
account. This account shows whether more 
or less than standard production was 
obtained from the machine hours worked 
and is a measure of efficiency. 


Debits in the variance accounts represent 
losses or performance below the standards 


set; and credits, gains or performance 
above standard. The variance accounts are 
closed off to the profit and loss account. 


9. Differential Costs 


No discussion of overhead costs would be 
complete without at least passing reference 
to the topie of differential costs. As men- 
tioned previously, items of overhead are 
either fixed or variable or, in some cases, 
contain elements of both but if such items 
are broken down £€S enough these elements 
may be separatet€S It has been seen that 
onee normal capabfty is reached all fixed 
charges have been absorbed, so that it fol- 
lows that any production in excess of nor- 
mal capacity is chargeable only with vari- 
able expense, and even when loaded with 
the normal profit margin could be sold at 
a lower price than the goods normally 
carry. 

To illustrate this let us assume that a 
factory’s 

normal capacity is 2000 units, 
fixed cost is 4s. per unit, 
variable cost is 6s. per unit, and 
profit margin is 10%. 
Then the selling price will be 11s. per unit. 
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If it is found possible to increase the 
output to 2500 units, the price of the extra 
500 units would be caleulated thus :— 

Fixed cost Nil 
Variable cost £150 
Profit margin .. sie 15 


£165 
Selling price 6/5 per unit 

Since to sell this excess production in the 
same field as normal production would re- 
sult in spoiling the market, the much-dis- 
cussed practice of ‘‘dumping”’ in a foreign 
country has arisen. This form of selling 
provides a tangible reward for the manu- 
facturer who is enabled, by superior plan- 
ning ability or other factors, to make better 
than average use of his plant and equip- 
ment. 


10. Conclusion 

This paper does not pretend to give an 
exhaustive treatment of the many facets 
of the study of overhead costs, nor is it 
claimed that the methods suggested are the 
best for all classes of industry. Many and 
varied are the methods which may be used 
to arrive at the overhead content of factory 
cost, but those mentioned herein, in the 
opinion of the writer, provide a satisfac- 
tory starting point from which to plan a 
system of overhead costing for any particu- 
lar type of manufacturing enterprise. 

No attempt has been made to discuss the 
treatment of selling and distribution or ad- 
ministration expenses, as it is considered 
that the principles to be followed in alloca- 
ting these expenses so closely parallel those 
suggested for the distribution of factory 
overhead that a separate discussion would 
be redundant. 

It is felt that what has been said will 
provide satisfactory answers to the ques- 
tions raised in the opening sentences, and 
if one were bold enough to attempt to 
answer them in a few words, those few 
words would be :— 

What expenses? Those which are not 
directly chargeable to units of production. 

What part? That part which is directly 
related to the production of the particular 
cost period. 

What methods are reliable? The careful 
calculation and application of overhead 
rates, based on no less careful estimates of 
overhead costs and normal capacity. 
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Angus Cancaster 


The Soft Answer (4) 


Richard Baxter was a “burning and a 
shining light” of the seventeenth century. 
In an age of religious intolerance, he was 
one of the most tolerant Christians of all 
ages. He struggled to unite the Episco- 
paleans and the Presbyterians. When his 
efforts failed, he refused a bishop’s mitre 
and threw in his lot with his proscribed 
friends. In 1685 this Christian gentleman 
dared to complain, in writing, of the then 
persecution of the Dissenters, who, be- 
eause they would not use the official 
Prayer Book, were driven from their 
homes, stripped of their property, and 
locked up in dungeons. The persecutors 
took umbrage at Baxter’s complaint, and 
he was brought for trial before Judge 
Jeffreys. That Beast railed and snarled at 
him, called him “old rogue, schismatical 
knave, and hypocritical villain, and a 
snivelling Presbyterian.” Once Baxter got 
a word in edgeways. When Jeffreys 
sneered at him: “Baxter, I see the rogue 
in thy face,” Baxter retorted: “I did not 
know, my Lord, that my face was a 
mirror.” 


The King’s Remembrancer 

A change has recently oceurred in Eng- 
land in connexion with taxation appeals to 
the English High Court. These are now 
heard by the King’s Remembrancer. Part 
of the duties of that ancient office related 
to the recovery of penalties and debts due 
to the Crown. The second oldest English 
ceremony, next in age only to the corona- 
tion, is performed before the King’s Re- 
membrancer. This ceremony has been per- 
formed annually for over 700 years. On 
26 October of every year, the London City 
Solicitor goes to the Law Courts carrying 
a hatchet and a bill-hook. In the presence 
of the King’s Remembrancer he raises the 
hatchet and strikes the bundle of twigs on 
a chopping block. The ceremony of the 
breaking of the twigs is in payment of rent 
due by the City of London to the Crown 
for a property in Shropshire. 


Because of Them 


In the Glasgow Sunday Post of 19 
March, 1950, appears a picture of a plaque J 
fixed to a street wall. The piaque reads; 
“Tei est tombé. Le 24 Aout 1944. Michel 
de Gretagne. Mort pour la France.” In¥ 
many streets of France, plaques such ag ¥ 
this are fixed to the wall. Along the bul-7 
let holes, they mark the place where a7 
patriot was executed by the Germans. 
Every year the people of the neighbour-¥ 
hood gather to hold a service of remem. 
brance. 

A reader of the Sunday Post sent to the ¥ 
journal the following sentences, taken 7 
from an address given at one of these ser-7 
vices :— 

“Each of us when we pass this stone on 
our way to work must work better] 
—because of them. i 

Each of us who speaks to another must” 
serve the truth—because of them) 

Each of us who feels his honesty a 
little frail must fortify his integrity} 
—because of them.” . 


A Note to the Treasurer 

There is an Italian proverb to the effect} 
that public money is like holy water ; every- 
one helps himself to it. 


Prayer Found in Che “tt Cathedral 


Give me a good digestronc Lord, 
And also something to digest; 
Give me a healthy body, Lord, 
‘With sense to keep it at its best; 
Give me a healthy mind, good Lord, 
To keep the good and pure in sight, 
Which seeing sin is not appalled 
But finds a way to set it right; 
Give me a mind that is not bored, 
That does not whimper, whine or sigh; 
Don’t let me worry overmuch 
About the fussy thing called I. 
Give me a sense of humour, Lord, 
Give me the grace to see a joke, 
To get some happiness from life 
And pass it on to other folk. 








